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POPULATION MOVEMENTS AND INVESTMENT. I* 


JosEPH J. SPENGLER 
Duke University 


My FUNDAMENTAL OBJECTIVE in this paper will be to indicate the 
population trends in prospect here at home and abroad and then to 
examine the influence of these trends upon those elements in our eco- 
nomic and social life which bear immediately upon investment prob- 
lems, that is, upon the aggregate demand for capital and upon the 
composition of this aggregate demand for capital. 

The movement of population, whether in time or through space, 
is relatively slow compared to the movements of some of the mental 
attitudes which affect the investment situation. Population movements 
are not of great short-run significance in the opinion of most econo- 
mists. Population movements condition the longer-run prospects of 
countries, industries, and markets. They must be looked upon, there- 
fore, as important elements in the making of the growth factor. And 
it will be principally as a growth-factor element that we shall consider 
the movement of population. 


I. THE FORECASTING OF POPULATION GROWTH FOR 
LARGE AGGREGATES 


A. THE ELEMENTS OF POPULATION FORECASTING 


1. The single-rate approach.—The forecaster may determine what 
has been the average annual compound rate of growth per year in re- 
cent years and then project that rate into the future. This method 
may be satisfactory when the period of the forecast is short, since in a 
short period of time a compound growth rate is not likely to change 


* Included in Part I of this article is a consideration of problems of forecasting popula- 
tion growth and an analysis of the implications of American and world population 
growth for American investors. The second part of the article, to be published in the 
March, 1952, issue of The Journal will be concerned with the geographical redistribution 
of the American population and with changes in age composition and other changes 
in the population and their effects upon investment. 
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greatly. This method may be useful also when the data at hand are 
few, and hence are suited at most to suggest that a population has 
been growing at some given rate. Should we suppose, for example, 
that in the course of the next fifty years, the population of the world 
will grow between 0.8 and 1.0 per cent per year, we probably should 
not go far wrong. But we would go wrong if we supposed this rate to 
persist for 210 years until the world’s population had risen to about 
10 billion. 

2. The growth curve approach.—While it may not be amiss to sup- 
pose that a population will grow at a constant rate for a relatively 
short period of time, it would be erroneous to assume that such a rate 
of growth could continue indefinitely, just as it would be erroneous 
to assume that the demand for automobiles could continue for a long 
time to grow at some high rate observed in the past. For a population 
grows by digesting and ingesting its physical environment and spread- 
ing itself in space. Now we know that space is limited and that the 
physical environment is fixed in amount. We know, therefore, that, 
despite man’s ability to exploit his environment with increasing effec- 
tiveness, the pressure of a shortage of space and a shortage of physi- 
cal environment (that is, of physical resources) will make itself in- 
creasingly felt as time goes on and population grows. We suppose, 
therefore, that the rate of a population’s growth declines as this popu- 
lation becomes larger and larger, and that the population itself will 
not grow beyond some upper limit. This limit, of course, will vary 
with a people’s way of living. It would be much higher, with other 
conditions the same, for a nation of low-living-standard Chinese than 
for a nation of high-living-standard Americans. Now if we suppose 
that the rate of growth declines as a population gets bigger, we get an 
S-shaped growth curve. There are many kinds of these S-shaped 
curves, however. Yet the type which population students most fre- 
quently select is the logistic curve, a curve that is often used also to 
forecast the growth of demand for particular products. 

The logistic curve can be fitted to observed data when a population 
has passed its point of inflection, that is, when a population has com- 
pleted somewhat more than one-half its expected total growth. But a 
logistic curve does not always fit the data better than do other curves. 
For example, a logistic curve describes the past growth of the Ameri- 
can population very nicely, but it does not describe that of Canada. 
Furthermore, even though a logistic curve represents a nation’s past 
population growth accurately, we have no way of knowing if it will 
forecast the more distant demographic future with equal accuracy. 
The logistic has several advantages, however. It provides a check 











er V = eee 


ma VS Ww fe O™ Ct 


> 6S 








Population Movements and Investment 345 


against other types of forecasts. It takes into account the underlying 
stability of population growth. And it makes the forecaster aware of 
the growth theory underlying his forecasting efforts. 

3. The empirical approach.—This is the method most commonly 
used. The forecaster estimates, on the basis of past mortality and fer- 
tility trends, how many children will be born in the course of a year 
and how many inhabitants will die. He subtracts those who die from 
the age groups to which these descendants belong; and he places the 
newly born who survive infant mortality in the first-year age group. 
He adjusts the population for the fact that at the end of the year all 
survivors are a year older than they were at the beginning. Finally, 
he adds or subtracts migrants according as net immigration or net 
emigration is anticipated. The forecaster knows how many persons 
will be in each age group at the close of each single-year, five-year, 
or other period, provided, of course, that his forecasts pan out. Since 
the empirical approach provides us with a picture of the age conipo- 
sition of the predicted population, it is superior to the logistic ap- 
proach in that it supplies us with more useful information. At the 
same time, nonetheless, the empirical approach appears to be less 
likely than the logistic to indicate the longer-run future of population 
growth. 

4. The evolutionary approach—Populations are of three main 
sorts. There is first the type that, while marked by a high death 
rate and high birth, is growing very little if at all. We call this a high- 
growth potential population. The population of China or India is a 
case in point. There is, second, the type of population in which both 
the birth rate and the death rate, though still relatively high, are fall- 
ing, with the death rate declining faster than the birth rate. This we 
call a transitional population. The populations of Russia and Japan 
are cases in point. There is, finally, the type that is characterized by a 
low birth rate and a low death and is almost stationary or approaching 
a stationary state. The British population is representative of this 
third group. 

Suppose now that, because of industrialization and city growth, 
both the birth rate and the death rate begin to fall in a high-growth 
potential population. How big will this population get before it has 
become stationary? We cannot be sure, but we can infer from what 
has happened elsewhere that such a high-growth-potential population 
may increase 100-200 per cent or more before it becomes stationary. 
Suppose now that we look at a transitional population and ask how 
big it will get before it becomes stationary. In this case, the answer 
depends in part upon how much of its transit the transitional popu- 
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lation has completed. One may suppose, on the average, that the tran- 
sitional populations of the world will increase 50-100 per cent before 
they have become stationary. Our task of estimating becomes even 
more difficult when we inquire about the future of populations which 
already are close to being stationary. In some instances, a decline in 
numbers is indicated; in others, as in the case of Great Britain, a small 
increase; and on rare occasion, as in the United States, possibly a 
sizeable increase. In no situation, however, can we be absolutely sure 
that our forecast will be a good one. 

My discussion has been limited so far to the growth of population 
in time. I have said nothing of the movement of the population in 
space. I shall say little of this movement at present, except to indi- 
cate that it will be considered later. This much should be kept in mind, 
however. The movement of population in space is conditioned by its 
movement in time. For the population of a small segment of a coun- 
try, or of a continent, or of the world grows in two ways. It grows by 
natural increase, the balance of births over deaths. And it grows by 
net immigration. Consider, for example, the population prospect of 
the state of California. We must first project the present population 
of California into the future. Then we must allow for the fact that 
California is a state of immigration from other states, and that how 
many people can come there from other states will be affected largely 
by how great the rate of natural increase is elswhere. 


B. EXPERIENCE WITH POPULATION FORECASTING 


Let us first examine our experience with population forecasting. 
I shall make use, for illustrative purposes, only of American forecasts 
prepared since 1920. The best forecasting record has been made by 
the Pearl-Reed logistic, which fixes at 197 millions America’s maxi- 
mum population and at 185 millions the population anticipated for 
the year 2000. This logistic underestimated the 1950 population by 
only about 2 per cent. It is true that a Scripps Foundation empirical 
forecast, made in 1928, hit the 1950 population nail right on the head, 
but this forecast cannot be counted, for it was replaced by later fore- 
casts which, despite their recency, underestimated the 1950 popula- 
tion by about 3-5 per cent. Other forecasts also underestimated the 
1950 population. 

How did these forecasting failures come about? They came about 
principally because births were underestimated and secondarily be- 
cause mortality was overestimated and immigration was incorrectly 
gauged. In the 1930’s fertility was low and falling, because, among 
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other reasons, there was considerable unemployment and pessimism 
concerning the future. Forecasts of births based in part upon 1930 
conditions therefore failed to anticipate the great increase in mar- 
riages and births which took place in the 1940’s as a result of war, 
the elimination of unemployment, the provision of various forms of 
social security, and the replacement of the pessimism of the 1930’s 
by the optimism of the 1940’s. To illustrate, in the 1930’s the annual 
number of births approximated only about 2.5 millions. In the 1940’s, 
however, the annual number averaged 3.25 millions, or 30 per cent 
more than in the 1930’s; in the late 1940’s it approximated 3.7 millions. 

I have indicated that many American population forecasts proved 
defective in that they failed appreciably to foretell the population re- 
ported for 1950. The same is true of forecasts made in other countries. 
But are these American forecasts as defective as their recent perform- 
ance suggests them to be? We cannot say for certain yet. We must 
wait until the future unrolls into the present. There is reason to sup- 
pose, however, that some of these forecasts will stand up better than 
their performance with respect to 1950 suggests. It is questionable 
whether the annual number of births will remain at the 3.7 million 
level to which the postwar upsurge in natality has carried it. Now 
suppose, for example, that the average annual number falls to 3 mil- 
lion and stays there. Then, if the average expectation of life at birth 
is extended to 75, the American population will attain a maximum size 
of in the neighborhood of 225 millions; and much of the increase will 
be accomplished in the present century. Should the population con- 
tinue to grow at the post-1945 rate, it would approximate 300 millions 
by the year 2000. Should the American population grow logistically 
as in the past, however, it will grow to only 185-190 millions by the 
close of the present century and in the early part of the next century 
move to a maximum somewhat above 200 millions. 


II. ImpLICcATIONS OF AMERICAN AND WoRLD PoPULATION GROWTH 
FOR AMERICAN INVESTORS 


It is necessary for us to envisage both the prospective population 
growth of the United States and that of the rest of the world if we 
would correctly size up the long-run investment situation. For, how- 
soever we try, we cannot insulate the American economy against what 
happens elsewhere. What happens elsewhere affects the situation con- 
fronting American lenders and American borrowers. And one of these 
matters of import is population growth in foreign parts. 
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A. WORLD VERSUS AMERICAN POPULATION GROWTH 


I shall try to give a rough notion of the prospective course of popu- 
lation growth here and abroad in the course of the next fifty years. 
I do this so that we may roughly envisage the demographic frame- 
work within which the business of investing will have to be carried on 
during the next twenty-five to fifty years. 

Let us consider first the United States. I incline to the view that the 
American population will increase at a decreasing rate of increase, in 
accordance with the logistic theory. This means that our population, 
which now numbers about 154 millions, will increase to between 185 
and 200 millions by the year 2000. The average annual compound 
rate of increase for the next half-century would then be between five- 
twelfths and seven-twelfths of 1 per cent per year, or 20-30 per cent 
for the whole period. This compares with a rate of 42 per cent re- 
corded for the whole period, 1920-50. 

Let us consider now the population of the world as a whole. It in- 
creased about 30 per cent between 1920 and 1949, or about seven- 
eighths of 1 per cent per year on an average. Should we suppose this 
rate to continue we would get a world population of about 3.7 billions 
by the year 2000. 

Let us look at the prospect somewhat differently. About 1.5 billion 
people live in Asia, Africa, and Latin America where the birth rate 
approximates 40-45 per 1,000 inhabitants, and the rate of natural 
increase approximates 10-12 per thousand, that is, better than 1 per 
cent per year. If this population were to continue to grow 1 per cent 
per year, it would double in seventy years and it might number 2.5 
billions by the year 2000. Suppose that one-half of the remaining 880 
millions increase very little, and that the other half increase three- 
fourths of 1 per cent per year. By 2000 these 880 millions will have 
grown to about 1150—1200 millions, and the population of the world 
will number close to 3.7 billions. In short we get approximately the 
same answer that we got by extrapolating the 1920-49 rate. We get a 
world population of close to 3.7 billion by the year 2000 and an Ameri- 
can population of not far from 200 millions. 

Some demographers, however, believe that the world’s population 
will not grow quite so rapidly. They suppose that about 450 millions 
will grow little if at all, that another 450 million will grow about 0.75 
per cent annually; and that the remainder of the world’s population 
will grow about 1 per cent per year. This estimate gives a population 
of over 3.3 millions by the year 2000, and assumes for the popula- 
tion of the world as a whole an annual growth rate of approximately 
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three-fourths of 1 per cént per year, a rate that might possibly con- 
tinue long after the year 2000. 

If these demographic forecasts are to be trusted, the world’s popu- 
lation will number between 3.3 and 3.7 billions by the year 2000. The 
proportion formed by Americans, 6.25 per cent in 1949, may fall 
below 6 per cent by 2000 A.D., or it may change very little. A decline 
would be of economic as well as military significance. 


B. PROSPECTIVE WORLD VERSUS AMERICAN INCOME GROWTH 


The growth of a nation’s income (produced income, the net volume 
of goods and services produced annually) depends upon two move- 
ments: (1) the growth of the labor force, which depends largely upon 
the growth of the population; and (2), the growth of output per mem- 
ber of the labor force per year. Let us examine these further. 

The labor force consists of those who are employed and of those 
who are seeking employment. The labor force grows principally 
through the addition of more persons of working age to the labor 
force than are removed from it each year by death, retirement, and 
disability. Its growth therefore depends principally upon the rate 
at which the population grows, and this is especially true of a coun- 
try like the United States or Great Britain. By contrast, the labor 
force of our Latin American neighbors and of the countries of Asia 
and Africa can be made to grow somewhat faster than the population. 
For the populations of these countries are somewhat younger than 
the American. For example, in the United States and Canada 64 out of 
each 100 persons are estimated to be aged 15-59 years; the corre- 
sponding figure for Asia, Africa, and Latin America is in the neigh- 
borhood of 55. So they have a potential improvement factor of about 
16 per cent, the equivalent of 7-8 years increase in per capita output. 

Many of these countries have another improvement factor. Sixty 
to 80 per cent of their employable population remains concentrated 
in agriculture, and this fraction is much larger than is required. Much 
of this excess may be looked upon as the underemployed component 
of the labor force. Accordingly, if this component can be transferred 
out of agriculture into useful employment elsewhere, the effective 
labor force of the countries presently overloaded with agricultural 
workers will be significantly augmented. The relative number of 
women in the labor force may also increase. 

Consider next the second of the movements upon which the growth 
of national income depends, that is, the growth of output per mem- 
ber of the labor force. How fast will output per worker grow? Between 
1870 and 1929, it grew about 1.75 per cent per year. Between 1929 
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and 1948, it grew between 1.75 and 1.88 per cent per year. We may 
suppose, therefore, that output per worker per year will grow 1.5- 
2.00 per cent per year for some decades yet. If I were making a wager 
I would put it closer to 1.5 than to 2.0, but I am willing to settle for 
1.75. The reason I would choose 1.5 instead of 2.0 is that a number 
of conditions are operating to reduce the rate of growth of output per 
capita. Improvements in age composition will no longer add to output 
per worker or per capita. The number of hours worked per week will 
fall. There is danger that the retirement age will be lowered instead of 
increased as it ought to be in view of the advances in medicine in 
prospect. Consumers will spend relatively less for mass-produced 
products than in the past. There is no longer disguised unemployment 
in agriculture to draw on. And, finally, the government will employ 
relatively more people, and it is a safe bet that, since their activities 
are not subject to the test of the market, government workers add, 
on the average, less to the real national income than do non-govern- 
ment workers with the same degree of training. 

Let us now derive an annual rate of growth for national income in 
the United States. If the population grows logistically as in the past, 
it will grow, in the next fifty years, at a rate averaging between 5/12 
and 7/12 per cent per year. Let us call it 4% per cent, which would be 
a little less than the rate experienced in 1930—40, which was just under 
0.75 per cent. Suppose, further, that output per worker increases 1.5- 
2.0 per year. Then we get an annual rate of increase in the national 
income of in the neighborhood of 2—2.5 per cent. Let us call it, 2.25 
per cent. This compares with the 2.75 per cent realized in 1929-48, 
when the population was growing more rapidly. 

Suppose that per capita income increases 1.75 per cent per year. 
This means that by 1970 per capita real income will approximate 
$1,239 in 1930 dollars; and by the year 2000, $2,086 in 1930 dollars. 
The corresponding national income figures would be $202 billion in 
1970 and $393 billion in the year 2000. In terms of late-1950 dollars, 
the national income will rise from about $250 billion in 1950 to about 
$390 billion by 1970 and to $760 billion by the year 2000. Of course, 
if population and the labor force should increase 0.75—1.0 per cent, 
and the national income, 2.5—2.75 per cent, the national income would 
increase correspondingly more rapidly. In terms of late-1950 dollars, 
per capita income, about $1,647 in 1950, would rise to about $2,330 
by 1970 and to $3,932 by 2000. 

National income should rise faster in the rest of the world, at least 
outside Western Europe, than in the United States. For, in the under- 
developed countries, where live about 1.5 of the world’s 2.4 billions, 
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population probably will increase 1 per cent or more per year for 
several or more decades. 

Per capita income should rise appreciably faster outside than inside 
the United States, at least in the underdeveloped parts of the world. 
For in the underdeveloped parts economic activities other than agri- 
culture are not well developed, while the methods of production often 
are archaic. So there is room for very great improvement. Accord- 
ingly, it may be safe for us to assume that there per capita income 
will rise 2—2.5 per cent per year for some decades to come. In fact, 
if an increase of this magnitude cannot be achieved, there is little 
likelihood that the great gap now found between the level of per 
capita output in the advanced industrial countries and that in the 
underdeveloped countries will be removed. 

Suppose we combine a 1 per cent per year increase in the labor 
force with a 2—2.5 per cent per year increase in per capita income. 
Then we get an annual growth rate of about 3-3.5 per cent. This rate 
means that total output will increase about one-third faster outside 
the United States than within the United States. 


C. PROSPECTIVE CAPITAL-FORMING CAPACITY OF THE UNITED STATES 
AND THE REST OF THE WORLD 


Let us now consider the capacity of the United States and the rest 
of the world to form capital. This capacity turns on two factors, (1) 
the size of a country’s national income and (2) the disposition of the 
people to devote their productive power to the formation of capital 
goods and services. In the nineteenth century and the early twentieth 
century the Western peoples, together with the Japanese, variously 
saved between one-tenth and one-fifth of their national incomes. In 
the United States the rate was a bit above one-tenth, Kuznet’s esti- 
mate of about 12 per cent representing our disposition to form capital. 
In most of the backward countries of the world, where live about 
three-fifths of the world’s population, the saving rate has been much 
lower. A number of circumstances are responsible for this. Savings 
institutions are not well developed, and many of those which exist 
offer interest rates of around 3 per cent, which is far too low con- 
sidering the productivity of capital. There is too much emphasis on 
consumption among the more well-to-do. Among the poor, and into 
this class fall most of the people, incomes are so low as to make very 
little saving possible even under the best of circumstances. 

In order that the present disparity may be contrasted, let us sup- 
pose that the current saving rate in the United States and the wealth- 
ier progressive countries is at least 10 per cent, while that in the under- 
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developed countries is about 5 per cent. These comparative figures 
give us a rough notion of the contrasts which prevail at present. 

Now let us translate these figures into aggregate amounts of savings. 
We then get something like this: 


Countries Population Income Savings 
8 Richest ae 10 55 5.5 

eer ~ 2 10 under 1 

Others .. mh . 40 33 say 3:5 


These figures are in percentage units. They are based upon United 
Nations estimates, some of which are little more than guesses. They 
are subject also to the double error that runs through national income 
estimates: a tendency to underestimate the national income in coun- 
tries where a great deal of production does not get distributed through 
commercial channels; and a tendency to accept at face value the 
worth put upon government outlays for labor. Despite these and other 
errors, however, the figures do give us a rough notion of the world 
situation. 

Let me use a somewhat different illustration. In 1949 our national 
income ran about $217 billion, and this was distributed among about 
150 million people. Business and personal net saving ran about $18 
billion, or about 9 per cent. In that same year the population of Asia 
(exclusive of Japan), Africa, and Latin America numbered 1,527 
millions; and these people produced about $97 billion of income, of 
which they saved only about $5 billion. In other words, there lived 
in these countries ten times as many people as in the United States; 
and they produced less than half as much net product, which means 
that they averaged only about one-twentieth as much income as did 
the Americans. It is not surprising that they saved only about one- 
fourth as much in the aggregate. 

Colin Clark made some estimates for the mid-1950’s which run like 
this. The income of the world will approximate 582 billion I.U. (inter- 
national units), an I.U. today being worth a little over $1.50. Of this 
amount Russia and East Europe will produce about 72; West Europe, 
about 151; Australia, New Zealand and Canada, about 20; Latin 
America, about 35; Asia and Africa (including South Africa), 142. 
The United States will produce about 162, or about 28 per cent of the 
estimated total. World savings will approximate 73 billion, with the 
United States supplying 24, or one-third. West Europe, Canada, 
Australia, and New Zealand will supply 21; Russia and East Europe, 
10. By contrast, Asia, Africa (including South Africa), and Latin 
America will supply only 17. These figures, for what they are worth, 
indicate that most of the world’s capital for foreign investment will 
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have to come from Europe and the English-speaking world, with the 
United States playing the dominant role. 


D. THE WORLD DEMAND FOR CAPITAL AND ITS CAPACITY TO ABSORB 
AMERICAN CAPITAL 


The foreign demand for American capital, when it does not origi- 
nate in military, quasi-military, and anti-Communist arrangements, 
is usually premised upon the assumption that this capital will be used 
to augment the productivity of the borrowing ‘country. For when this 
is the case, the borrowing country becomes able, after a time, to uti- 
lize some of its increased producing power to furnish interest on the 
foreign loan and sometimes, after the passage of a sufficiently long 
period of time, to furnish means wherewith the loan can be repaid. 

There are two ways we can estimate the foreign demand for capital 
for productive purposes. One is simply to estimate the average amount 
of investment needed to create a wage job in industry, commerce, or 
the services in the borrowing country. It is hard to know just what 
figure to use, however. This figure will be lower than the comparable 
figure that would be used in the United States since, on the whole, 
it is better to begin by establishing industries and wage jobs which 
require considerably less capital than is needed, on the average, in the 
United States. A figure of $2,500 is often used for this purpose now. 
I cannot say whether this figure is too high or too low. It does give us 
something to estimate with, however. 

How much capital is needed in those parts of the world where capi- 
tal is in very short supply and the population is growing? In these 
countries there live about 1.5 billion people. Let us put at 35 per cent 
the fraction of these people that is in the labor force. In a country like 
the United States, of course, this fraction is higher, being in the neigh- 
borhood of 40 per cent. Thirty-five per cent of 1.5 billion is 525 mil- 
lion workers. If numbers should grow 1 per cent per year, we should 
be adding 5.25 million workers to the labor force each year, to say 
nothing of the additions which would be created by the transfer of 
workers out of agriculture. This number, at $2,500 per wage job, 
would cost just over $13 billion per year now and, by 1970, the annual 
cost would have risen to about $16 billion. According to a United 
Nations estimate, these 1.5 billion people produced about $100 billion 
of income in 1949 and saved about $5 billion. If they saved 10 per 
cent of their income, they would still fall short by about $3 billion 
of the amount of savings needed to equip the workers being added 
each year to the labor force; and this figure ignores all their other 
needs. If they saved 13 per cent of their income they could, at least 
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in theory, equip this 1 per cent increase in the labor force. Since they 
are not likely for some time to do what the Japanese did, namely save 
enough, they will endeavor to borrow, and this action is bound to in- 
crease the demand either for American capital or for support from 
the American government. In either event the level of demand for 
American capital will be raised. 

There is another way of looking at the effect of foreign population 
growth upon the demand for American capital. The national income 
must grow to accommodate the increase in population and to permit 
the improvement of output per head. We may, therefore, compare the 
amount of wealth, or the amount of productive capital, with the na- 
tional income and see how much this wealth, or this capital, must be 
increased to accomplish a certain rate of increase in national income. 

The ratio of all wealth to national income appears to be in the 
neighborhood of 4 or 5 to 1. That is, a nation’s stock of wealth is 
equal to 4 or 5 times the national income. Let us call this ratio 4. Now 
suppose that a country’s population increases 1 per cent per year, 
and that it is desired also that per capita income increase 2 per cent 
per year. This means that an increase of about 3 per cent per year 
is desired in the national income. If the ratio of wealth to income is 
4 to 1, then an annual increase in the national income of 3 per cent 
would call for an annual saving equal to 4 times this 3 per cent, or 
12 per cent of the national income. We may say, therefore, that an 
increase of 3 per cent in the national income will call for a saving of 
about 12 per cent per year. This figure becomes 15, if the wealth- 
income ratio is 5; and it becomes only g if the ratio is 3. I put the 
argument in average terms. It must be put in marginal terms, if the 
average differs greatly from the marginal level. 

If instead of taking all wealth we take only certain kinds of capital, 
those kinds which contribute most directly to production, we may 
reason in the same manner, but we must use different figures. Suppose 
that the ratio of the net national product to capital stock is 3 or 4 to I. 
Then again we may reason that an increase of 3 per cent in the net 
national product calls for a saving of 9-12 per cent of the national 
income. 

We may now bring our argument to a head. An increase of 1 per 
cent per year in a country’s population calls for saving equal to 3-5 
per cent of the national income, and this permits no improvement in 
living standards. Any such improvement calls for additional saving. 
Yet, in many parts of the world the saving rate probably does not ex- 
ceed 5 per cent. We may conclude, therefore, that so long as the popu- 
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lation of the world outside the United States is growing at a rate of 
I per cent per year there is going to be a heavy demand for capital 
for investment in these countries. This demand is bound to impinge 
in one way or another upon the American capital market and should 
therefore serve to sustain the demand for American capital. This 
impact will be felt most strongly, of course, if conditions are estab- 
lished which permit reasonably safe investment in the countries with 
growing populations. 

The great growth of population taking place in the world will 
stimulate the demand for American capital; but nevertheless some- 
thing of a barrier stands in the way. It is frequently suggested that 
the Western countries, and the United States in particular, should in- 
vest heavily in countries where the population is growing rapidly. For 
example, in a recent United Nations study, it is estimated that, given 
present population growth and an increase of 2 per cent per year in 
per capita income, $19 billion a year will be needed by Africa, Asia, 
and Latin America, of which these lands can supply but 5. This leaves 
a shortage of 14. It is suggested that a goodly part of this can be made 
up by the Western world, with an income of about $350 billion. 

However, there is a somewhat variable limit to how much foreign 
investment a country can absorb per year. Exactly what this limit is I 
cannot say, for the available data have not been analyzed to permit a 
precise answer. It is probably safe to say, however, that for every 1 
dollar that a foreign investor puts in a country there ought to be 3 or 4 
domestic dollars invested. When this is done there is enough capital 
created of the kind that can be made at home, enough that is, to per- 
mit effective use of the dollar that comes in from abroad. This being 
the case, an outside limit is set to the capital-absorption capacity of 
the capital-short foreign countries, and this limit tends to rise with the 
rate of domestic capital formation. 

Let me illustrate, making use of Clark’s estimates for the mid- 
1950’s. He put the savings of the underdeveloped countries at 17.5 
billion I.U. This suggests that these countries could not use more than 
6 billion from the Western countries, or about 14 per cent of their 
savings. On the United Nations figures, this figure is close to 10 per 
cent. We are thus led to the paradoxical conclusion, if my reasoning is 
correct, that an increase in domestic saving within the underdeveloped 
countries will step up their demand for American capital. 

In sum then, the growth of population elsewhere can stimulate the 
demand for American capital, but it will take a step up in rate of 
domestic investment in the underdeveloped countries to activate 
this demand. 
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III. ImpLicaTIONS OF AMERICAN POPULATION GROWTH 
FOR AMERICAN INVESTORS 


I should like to deal in somewhat more detail with the effect of 
American population growth upon the demand for American capital. 
The type of argument I have already presented holds, of course, but it 
needs to be supplemented. 


A. THE DEMAND FOR CAPITAL AS AFFECTED BY 
POPULATION GROWTH IN GENERAL 


This question received much attention in the 1930’s, for at that 
time the stagnation thesis had considerable support, and many people 
feared that the demand for capital would be quite inadequate to ab- 
sorb the volume of savings that would be forthcoming under condi- 
tions of full employment. While this argument received much support 
because of the prevailing depression psychology, it was founded in 
part upon the decline in the rate of population growth. 

The argument went like this. In Europe somewhat less than half of 
al] investment in the nineteenth century was made because of popula- 
tion growth and its effects, capital being needed to equip this growth. 
In America, it was estimated, over one-half of the investment that 
took place was stimulated by population growth. But population 
growth was slowing down to almost a trickle, and so there would be a 
shortage of investment opportunity. 

At the same time it was pointed out that we could have full employ- 
ment only if there was enough investment to absorb the savings that 
would be made if there were full employment. But there would not be 
enough investment to generate full employment, since the rate of pop- 
ulation growth had fallen so low; at least, there would not be enough 
investment unless other compensating factors were introduced into 
the investment picture. So population growth, or rather the lack of it, 
was made partly responsible for the depth and persistence of the great 
depression of the 1930’s. 

There is a certain amount of truth in this argument, but not so 
much, judging by its present conditional acceptance, as was originally 
supposed. In general, it was noted that many other factors affect the 
amount of investment, and that the volume of savings was not likely 
to increase as much as was supposed. 

Because we live in a period when perhaps never before in history 
was there such a clamor for capital, it is hard for us to remember the 
importance attached to the population-investment argument in the 
1930's. We must be careful, however, lest our present Victorian em- 
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phasis upon the need for capital cause us to overlook changes in the 
domestic population situation. 

I have estimated that the prospective long-run annual rate of pop- 
ulation growth might be in the neighborhood of 0.5 per cent though, 
judging by 1945-50 experience, it could be much higher. Since the 
turn of the century, however, with the exception of 1930-40, the rate 
of population growth has approximated 1.375-1.5 per cent per year. 
In the future, therefore, should the rate of population growth approxi- 
mate 0.5 per cent, it will be only about one-third as high as it has been 
in recent decades. Should this be the case, the domestic demand for 
capital will be less than formerly. How much less, one cannot say with 
precision, but on the assumption that per capita income grew only 
1.5 per cent per year, the capital requirement would be only about 
two-thirds as high as it was, other conditions remaining constant. 
Using a capital-income ratio of 4, and assuming both population and 
per capita income to grow 1.5 per cent per year, the demand for 
capital would approximate 12 per cent of the national income. If now 
the rate of population growth falls to 0.5, the demand for capital, 
other conditions remaining the same, would approximate 8 per cent 
of the national income. It is evident, therefore, that a decline in the 
American rate of population growth would reduce the demand for 
capital. Even so, domestic capital requirements are likely to approxi- 
mate one-tenth of the national income. 


B. THE DEMAND FOR CAPITAL, ESPECIALLY HOUSING 
CAPITAL, AS AFFECTED BY FAMILY FORMATION 


Some forms of the demand for capital are oriented to the spread of 
population in space, and some to the growth of population as such. 
Other forms of capital are oriented to the rate at which the number of 
families increases rather than to that at which the population total 
grows. A case in point is housing. Let us examine the relationship be- 
tween the family trend and the population trend, therefore, though 
keeping in mind that the size of the family is smaller now and will be 
smaller in the future than was the case forty years ago. 

The average size of the family, 4.9 in 1890, had fallen to 4.1 by 
1930 and to 3.8 by 1940. It has been predicted that it will fall to 3.1 
by 1980, though this forecast may prove too low. It must be kept in 
mind that the demands for housing are not proportional to the size of 
the family. As the family gets larger, it wants more space. But since 
family income does not keep pace with family size, it often happens 
that, when the family becomes larger, a lower-grade and lower-priced 
type of housing is sought because of the pressure of lack of funds. 
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We cannot reason, therefore, that a decline in the size of the family 
will diminish the outlay per family on housing, particularly if the 
decline is accompanied by an improvement in income. 

The number of families has grown faster than the population. 
Between 1890 and 1940 the population increased about 110 per cent; 
the number of families, about 175 per cent. In the early 1940’s it 
appeared, according to Glick’s estimates, that between 1940 and 1980 
the number of families would increase about 40 per cent while the 
population was growing about 16 per cent. While these estimates must 
now be revised upward, it remains true that the number of families 
will continue to grow more rapidly than the population for some dec- 
ades until a stable family-population ratio has been established. 

Should the population almost cease to grow by the close of the 
present century, the number of families will not cease to grow for 
some ten to twenty years later. Eventually, of course, the number of 
families will become constant if the population is constant, and it will 
decrease if the population decreases. The fact that the growth of 
families proceeds more rapidly and declines less rapidly than the total 
population should be taken into account by investors in industries 
that supply the wants of families and households such as housing, 
house furnishings, etc. As a result the effect of a decline in the rate of 
population growth upon the demand for various types of capital is 
somewhat cushioned, provided that decelerative tendencies are not 
otherwise accentuated. 


C. POPULATION CYCLES AND INVESTMENT CYCLES 


Recent experience has again brought home to us the elementary 
truth that the number of births and the rate of natural increase fluc- 
tuate much as do business conditions and in large part because busi- 
ness and employment conditions fluctuate. 

Fluctuation in the number of births is one of the factors that can 
produce a minor fluctuation or change in business conditions though 
usually this effect is hidden by the effects of other sorts of change. 
The demand for goods and services utilized by children fluctuates be- 
cause the number of children fluctuates, and this number fluctuates, 
though in a lesser degree, because the number of births fluctuates. 
Later when the survivors of these fluctuating births become of work- 
ing age, the rate at which new workers are added to the labor force is 
affected; and this variation in turn affects the behavior of wage rates 
and the length of business booms, for if the supply of unemployed 
labor falls to a low level, a boom tends to terminate. 
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Some writers have made much of the supposedly disturbing effects 
that are produced by fluctuations in the number of births, but they 
probably have exaggerated. It remains true, however, that business 
fluctuations produced by birth fluctuations call for more attention 
than they have received, for if the relationships are clearly estab- 
lished something can be done to offset or ease the impact of birth 
fluctuations, since this impact is predictable. 


D. EFFECTS OF DECLINE IN RATE OF AMERICAN POPULATION 
GROWTH UPON PUBLIC FINANCE 


Some types of public outlay keep pace with population and some do 
not. Some types of public outlay result in an increase in the output of 
goods and services while others do not. Let us call unproductive the 
outlays which, though they may be very necessary, do not result in a 
significant increase in the output of goods and services. Two types 
of unproductive outlay which do not grow at the same rate as popula- 
tion are military expenditures and veterans pensions. 

Some time after the close of the Civil War a great veterans lobby 
put over the Civil War pension scheme. The country was able to ab- 
sorb it because its population was still growing rapidly and federal 
expenditures for other purposes were relatively small. Today our rate 
of population growth is smaller and it will become smaller still. Today 
also our federal budget is gigantic and our tax-paying capacity prob- 
ably is being fully utilized. If in these circumstances a veterans pen- 
sion, with or without a bonus scheme, is added to the federal budget, 
the effect is bound to be inflationary. For under a democratic free- 
enterprise system in peace time, government can absorb only so much 
of the national income. We do not know just what this fraction is, but 
it may be in the neighborhood of one-fourth, and this fraction is now 
being exceeded under the impact of military expenditure. If a pension 
scheme is loaded on to the federal budget, the effect will be inflation- 
ary. This inflationary prospect may be traced back in some measure 
to the likelihood that our population will grow less rapidly in the 
future than in the past. This prospect, of course, greatly increases the 
relative attractiveness of investment in equities and durables. 


E. EFFECTS UPON LAND VALUES, INTEREST RATES, 
AND PROFIT RATES 


While land values will be less affected in the future than in the past 
by the course of population growth, they will still be affected, for the 
American population will grow at least another third, and this pros- 
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pect will be reflected in anticipated rents and land values. The greatest 
impact, of course, will be upon potentially urban land values in areas 
of growth. I am inclined to think also that what is presently low-grade 
but potentially high-grade pasture land will rise in value more than 
will other rural land in value. The reasons are two: the growth of 
population and income is greatly increasing the demand for meat, and 
the improvement of pasture grass and clover is greatly increasing 
the yield to be had from land which once was considered inferior. 
This is especially true in areas where, as in the South, grazing is pos- 
sible throughout much of the year. We may be witnessing a Grass 
Revolution similar to that which Europe experienced in the early 
modern period when the introduction of better hay caused pasture 
land to rise greatly in relative value. 








TAX AND NON-TAX MOTIVATIONS FOR MERGERS* 


J. Ke1tH BuTTERS AND JOHN LINTNER 
Harvard University 


THE PURPOSE OF THIS ARTICLE is to place the role of taxes in the 
merger movement of recent years in perspective by appraising the 
‘relative importance of tax motivations as compared with other reasons 
for the purchase and sale of business enterprises. The empirical evi- 
dence underlying the article consists largely of a field survey of 
approximately roo recent mergers selected so as to give the best prac- 
ticable basis for determining the over-all importance of taxation as a 
motivation for the recent merger movement.’ The article presents 
both an appraisal of the relative importance of taxes as a motive for 
recent merger activity and a discussion of the non-tax motivations for 
the purchase and sale of business enterprises. 


CLASSIFICATION OF MERGERS IN WHICH TAXES 
WERE oF Major IMPORTANCE 


In appraising the relative importance of taxes as a motivation for 
mergers the first difficulty is that of classifying mergers so as to be 
able to segregate those which were tax motivated. Several different 
bases of classification were considered. For many purposes the ideal 
classification would limit such mergers to those in which taxes were 
the critical motivation, that is, to mergers which would not have 
occurred in the absence of high taxes. Such a basis of classification, 
for example, would be adapted to an estimate of the effect which pos- 
sible modifications in the tax structure might have on the scale of 
merger activity. 

This classification, however, proved impossible to apply to most of 
the cases covered by our field surveys, and we were therefore obliged 
to abandon the effort to use it. The reason for its impracticability is 
that an owner’s decision to sell out is almost always based on such a 

* At the invitation of the editors, the authors have made available this material orig- 
inally presented in chapter viii in J. Keith Butters, John Lintner, and William L. Cary, 
Effects of Federal Taxation on Corporate Mergers (Boston, 1951). Several illustrative 
cases have been omitted in this presentation. The Division of Research of the Harvard 


University Graduate School of Business Administration has kindly granted permission 
to reproduce the materials. 


1. See the note entitled “Description of Field Work” at the end of chapter viii of 
our book. 
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complex mixture of interacting motivations that the owner himself— 
let alone an outsider (even though fully informed)—is usually un- 
able to designate any one factor as being of critical importance in this 
sense. In particular, we found that hypothetical questions as to what 
an owner would have done under a different tax structure tended to 
evoke a show of annoyance at what seemed to be a naive and artificial 
question; as one man put it, “How do I know? I never faced the 
problem.” 

Under the circumstances we decided that the most feasible and 
useful basis of classification was to divide the mergers studied into 
two categories: (1) those in which taxes were of major importance 
and (2) those in which they were of lesser or negligible importance, if 
any attention at all was given to them. In general, mergers have been 
included in the former category only when the owner with good reason 
was consciously and seriously concerned about his tax problems and 
when other motivations for sale did not dwarf the tax worries of the 
owner. Our application of this basis of classification—which is of 
prime importance to the conclusions which follow—probably can be 
made more concrete by reference to an actual case than simply by an 
abstract definition.* 

This illustration has been selected as a border-line case for inclu- 
sion in the tax-motivated category when all factors are considered. 
The company in question was one of the many distillers sold to the 
three or four largest distilling companies during the war and im- 
mediate postwar years. This company, which was sold after the end 
of the war, was controlled by one man and his wife, but several other 
individuals—friends and relatives—had blocks of shares large enough 
to subject them to substantial death taxes. Several of the major stock- 
holders were nearing retirement age; their personal holdings were 
concentrated heavily in the stock of the company; and the possible 
effects of death taxes on their estates had been brought forcefully to 
their attention by the recent death of a friend whose estate was com- 
prised mainly of stock in his family business. 

The principal owner, in stating that the sale had been made to pro- 
tect the owners from the consequences of the death tax, explained that 
in his opinion the death of any of the major stockholders probably 
would have forced the company out of business. Although a small 
amount of stock had been sold to the public in 1946, the owner was 
convinced that the market was much too thin to support a public 
flotation of any size. “In brief,” the owner concluded, “the sale was 


2. Several detailed illustrations were given in our book, but they are too lengthy to 
duplicate here. See especially chapters ii through iv. 
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made to protect my estate and those of my associates and their 
families.” 

On further discussion, however, it became apparent that non-tax 
motivations were perhaps of even greater importance than the tax 
motivation in contributing to the decision to sell. For one thing, 
several of the large stockholders desired “to quit” and also to obtain 
the security of diversified investment holdings. The major owner was 
not personally anxious to sell, but he was unable to buy out his asso- 
ciates and eventually yielded to their wishes, augmented by the advice 
of his financial consultants as to the wisdom of the sale for him 
personally. 

Another very important reason for the sale was that a highly favor- 
able price could be obtained by selling out in the immediate postwar 
years. The owner’s company had a large stock of aged whiskey which 
was scarce because of the ban on its production during the war years. 
The big distillers which had heavy investments in established brand 
names were willing to pay premium prices for aged whiskey in order 
to keep their leading brands oa the market. Calculations made by the 
owner’s financial advisers indicated that he could realize a larger net 
profit by taking advantage of this temporary scarcity and selling out 
to a large distiller than he could hope to obtain from the profits of the 
company for at least the next 20 years, even on the wholly improbable 
assumption of continuous high earnings for the company throughout 
this period. If he sold the stock of his company, his gain would be 
taxed only at capital gains rates, whereas the continuing annual 
profits of the company would be subject both to the corporate in- 
come tax and, if paid out as dividends, to the personal income tax. 
In terms of sheer financial prudence, then, it seemed wise to sell be- 
fore the temporarily high price obtainable for his stock collapsed, as 
it was certain to do, with the appearance of aged postwar whiskey on 
the market. 

The owner’s decision to sell, thus, was based on a mixture of tax, 
investment, and personal motivations affecting him and his associates. 
Both the estate tax and the combined capital gains, corporate, and 
personal income tax structure affected his decision to a major degree, 
but it could hardly be said that taxes were of overriding importance. 
We decided, however, that on balance tax considerations were of 
sufficient importance in the total picture to justify a classification of 
this sale as one in which they were of major importance. 


RELATIVE IMPORTANCE OF TAXES AS A MOTIVATION FOR SALE 


Based on this definition, an analysis of our field cases indicates that 
for the period since 1940 taxes have been a major reason for sale in 
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about two-fifths, or a little more, of the transactions in which the sell- 
ing company had assets of between $15 and $50 million as of the date 
of sale, for between one-fourth and one-third of the companies sold in 
the $5-$15 million asset size class, a little over one-fifth of the com- 
panies in the $1-$5 million class, and only rarely for the sale of com- 
panies with assets of under $1 million (Table 1). During the years 
1940-47 only one merger qualifying under our definition occurred in 
which the selling company had assets of more than $50 million, and 
the proper classification of this merger for our purposes is dubious. 
The fractions given obviously represent only approximations of the 
percentage of tax-motivated sales, as we have defined this concept, 
but within reasonable limits they provide a basis for appraising the 
relative role of taxes as a motivating force for recent merger activity. 

In our opinion the margin of error is relatively small for estimates 
pertaining to selling companies with assets of over $15 million; more 
than three-fourths of the total number of sales of such companies have 
been covered in our field interviews and our sample was carefully 
selected to avoid bias. Our coverage of companies with assets of $1-$15 
millions is much less complete however, and the margin of error in our 
estimates is therefore probably greater; it should be noted, neverthe- 
less, that interviews were held with one or more of the principals in 
fifty-one cases falling in this asset size range. For companies with 
assets of less than $1 million the evidence obtained in field interviews 
that taxes were unimportant for such companies is highly consistent 
and is supported by other analysis conducted; substantial errors in our 
conclusions for this size class of companies therefore seem highly im- 
probable even though only twenty-seven cases in this size class were 
covered in our interviews. Information sufficient to determine whether 
taxes were important (on our definition) was obtained in most of the 
cases covered in our interviews (see Table 1), and we have no evi- 
dence which would cast doubt on our presumption that these cases 
were representative, in terms of the importance of taxes, of all the 
cases in the various size classes. 

In evaluating the over-all reliability of these estimates it is impor- 
tant to note that the data are consistent with what would be expected 
on analytical grounds and that the data for the various size classes of 
companies, though compiled independently of each other, form a con- 
sistent pattern. The one apparent exception, the tendency for the per- 
centage of tax-motivated mergers to level off, or even to decline 
slightly, in the $30-$50 million asset size class is explained by the 
relatively larger representation of publicly held companies in this size 
class. The major tax reasons for sale to other companies are of course 
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not present for publicly held companies. If the publicly held selling 
companies were eliminated from our sample, the upward progres- 
sion would continue through the $30-$50 million asset size class and 
the percentages shown would be substantially higher throughout the 
$15-$50 million asset size range. 

By combining these conclusions with the aggregate data on mergers 
recorded in the financial manuals for the years 1940-47, estimates can 
be made for the over-all role of taxes in recent merger activity involv- 
ing manufacturing and mining companies. Subject to a fairly wide 
margin of error, our estimate shown in Table 1 is that taxes were of 
major importance for something less than one-tenth of the total num- 
ber of mergers of manufacturing and mining companies reported in 
the financial manuals for the years 1940 through 1947. About one- 
fourth of the mergers involving selling companies with total assets of 
over $1 million fall in this category. In terms of total assets rather 
than of numbers of companies, taxes appear to have been a major 
reason for sale in the mergers involving a little over one-fourth of 
the total assets of all companies sold in such transactions and about 
one-third of the assets of all companies sold with assets of over $1 
million.* The larger fraction for total assets transferred reflects the 
greater relative importance of taxes as a motive for the sale of large 
companies than of small companies. 

In interpreting the significance of these estimates the following 
partially offsetting considerations need to be borne in mind. 

First, to say that taxes were a major reason for sale, as we have al- 
ready stressed, is not to say that the sale was caused by the tax moti- 
vation in the sense that the merger would not have occurred in its 
absence. Thus, the figures presented in the preceding paragraphs, sub- 
ject to the margin of error inherent in our data and procedures, pro- 
vide a basis for arriving at maximum estimates of the role of taxes as 
a cause of merger activity. They contain, however, an unknown but 
probably large degree of upward bias if interpreted in terms of the 
more restrictive criterion mentioned in this paragraph.* 


3. If the Consolidated-Vultee merger is excluded from the tax-motivated category, 
as we are inclined to believe is proper, the figure is 27.5 per cent. If this merger is in- 
cluded in the tax-motivated category our estimate is that from 30.9 to 32.9 of the assets 
transferred in the foregoing mergers fall in this category, depending on whether Con- 
solidated’s assets are taken as of the date of actual sale or of the subsequent completion 
of the formal merger. The corresponding figures in this case for the assets of selling 
companies with assets of over $1 million would be 37.8 per cent and 40.1 per cent. 


4. These statements need to be qualified because taxes, even though not a major 
concern of the owner, may in some instances have reinforced other motivations for sale 
and thus have provided the “final push” leading to the owner’s decision to sell. It seems 
unlikely, however, that our general conclusions need to be significantly modified on 
this account. 
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Another related point is that even when taxes are of critical im- 
portance their main effect often may be on the timing of the sale 
rather than the fact of the sale. In the Allied Oil Company case, for 
example, even in the absence of compelling tax reasons for sale, the 
owners might have decided to sell out within five or ten years of the 
date of the actual merger because of a desire to retire and the possible 
lack of adequate management succession.*® But, while this general 
point is undoubtedly valid, such statements applied to any specific 
situation obviously are highly conjectural. 

On the other hand, the universe of mergers actually consummated 
excludes many companies whose owners felt obliged to sell out wholly 
or partially for tax reasons or to modify their investment and financial 
policies in other ways in order to be prepared to meet impending tax 
liabilities. The owners of such companies may solve their tax prob- 
lems by other means than a merger with another company. In a study 
of the over-all effects of taxes on the actions of such owners, as distin- 
guished from our study which is focused on mergers, these companies 
would have to be included along with those merged or sold to other 
companies. We have not attempted to estimate the number of closely 
held companies whose owners have adopted alternative techniques; 
it is, indeed, highly doubtful that data adequate to support a reliable 
estimate could be obtained even if a systematic effort was made to 
compile them. 

In this connection it should be noted that the economic effects of 
the alternative courses of action to mergers are often quite different 
from those of mergers. To illustrate, mergers involve the disappear- 
ance of independent companies from the competitive structure of the 
economy, whereas alternatives such as the use of inter-vivos gifts, the 
sale of stock to the public, and the purchase of additional life insur- 
ance do not. These alternative courses of action, however, have other 
economic effects which may be equally significant. If, for instance, 
funds are drained away from active investment in the owner’s business 
and held in liquid form or used to purchase life insurance, a critically 
important source of venture capital is thereby diverted to other uses. 

Finally, the significance of our conclusions on the relative impor- 
tance of taxes as a motivation for mergers can be interpreted only in 
terms of the over-all scale of merger activity in the economy. Data 
on this matter are presented in chapter x of our book. Here we need 
only note that mergers of manufacturing companies since 1940 have 
been of much less general significance than has sometimes been 
asserted. 


5. See chapter ii of our book. 
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RELATIVE INSIGNIFICANCE OF TAXES AS A 
MOTIVATION FOR PURCHASE 


The role of taxes as a motivation for the purchase of other com- 
panies can be very briefly stated; they were of little consequence. In 
only three instances were tax considerations mentioned as an impor- 
tant motivation for the acquisition of one company by another. Two of 
these companies had built up a substantial holding of cash, and their 
managements were fearful that penalty taxes for unreasonable accu- 
mulations of surplus would be applied under Section 102 if some use 
was not made of these funds. They decided that the purchase of 
another company would be the most favorable means of investing the 
funds in a manner that was believed likely to avert the assessment of 
Section 102 taxes. In a few other cases the circumstances were con- 
sistent with a similar motivation but the participants denied any con- 
cern over Section 102. The possibility of assessments under this sec- 
tion may nevertheless have been of some significance in these cases. 

We had expected to uncover a number of acquisitions which were 
motivated by a desire to gain advantages under the excess profits 
tax—notably to increase the purchaser’s excess profits credit or to 
obtain benefits from carry-back refunds. The significance of our fail- 
ure to do so, except for a single case and through secondhand refer- 
ences, however, is difficult to assess because a large percentage of the 
mergers covered by our field work occurred after the excess profits 
tax had been repealed. But we did investigate a sufficient number of 
wartime mergers so that the near absence of this motivation in our 
sample would seem to indicate that it was of relatively limited im- 
portance for manufacturing enterprises. We did, though, encounter a 
great deal of incidental evidence which seemed to indicate that this 
motivation was considerably more important in the purchase of prop- 
erties such as hotels and office buildings than in purchases of manufac- 
turing enterprises.° 


NoN-TAX MOTIVATIONS FOR SALE OF 
BUSINESS ENTERPRISES 


The non-tax motives for the purchase and sale of the companies 
visited in our field surveys are now described with emphasis on both 
their variety and their relative frequency of occurrence. As we have 
already indicated, the significance of tax motivations for mergers can 

6. For a discussion of this problem see H. J. Rudick, “Acquisitions To Avoid Income 
or Excess Profits Tax: Section 129 of the Internal Revenue Code,” Harvard Law Review, 


LVIII (December, 1944), 196-225; and C. L. Barnard, “Acquisitions for Tax Benefit,” 
California Law Review, XXXIV (March, 1946), 36-116. 
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be interpreted only in terms of the total complex of business and per- 
sonal reasons leading to them. On the selling side, for instance, it is 
apparent that many reasons for sale—such as the death or ill health 
of owners of companies without adequate management succession— 
are so urgent that the sales would have been made without the further 
prodding of tax pressures. In other words, when the motives to sell 
have this degree of urgency, tax considerations are likely to be lost 
sight of in the total picture. Other reasons for sale, however, are much 
less impelling and might not lead to definite action in the absence of 
tax motives. 


MANAGEMENT CONSIDERATIONS 


Management considerations were an important motivation for sale 
for all sizes of companies, but especially for the smaller companies. 
As a rough generalization, they constituted a major reason for the sale 
of about half the companies in all size classes of our sample up to 
companies with total assets of more than $15 million; in this size class 
management considerations were of major importance for only about 
one-quarter of the selling companies. 

The most frequent management motivation cited as a reason for 
the sale of a business was “I wanted to retire,” or “he wanted to re- 
tire,’ depending on whether the interview was with the seller or with 
someone who was closely associated with him. A decision to retire by 
the owner-management of a business does not, of course, necessitate 
the sale of the business or always culminate in a sale. But it poses a 
crisis in the life of a business which frequently results in a sale or 
merger unless the business can be successfully continued without un- 
due risks in the absence of the active direction of the retiring owner- 
manager. 

A successful continuation is dependent on the availability of ade- 
quate management succession. For various reasons adequate replace- 
ments frequently are not available and, if this fact is recognized, a 
sale is almost always the outcome. By disposition, owner-managers of 
business enterprises are likely not to excel at providing for a smooth 
management succession. The type of individual who seeks the per- 
sonal freedom and authority involved in owning and managing his 
own business tends to be predisposed to run his own show; and a one- 
man operation is not likely to continue smoothly when the key figure 
is removed from the scene. Also, especially in a small business, there 
may not be enough work and resources to occupy or to support more 
than one person with the temperament and executive capacity re- 
quired to manage successfully a business organization. 








370 The Journal vf Finance 


Another aspect of the matter is that a decision to retire confronts 
the owner in pointed form with a number of important questions which 
otherwise are likely to be suppressed and never critically examined. 
If the owner-manager of a business has most of his wealth invested in 
the business, as is frequently the case, he necessarily subjects himself 
and his family to serious financial risks. These risks are often taken 
for granted so long as the owner remains in active direction of his 
enterprise; or, if not that, they may be accepted consciously as the 
price which must be paid in order to enable him to retain ownership 
and control of the business and to finance its expansion. 

Once the owner decides to retire, however, by the very fact of this 
decision the risks are greatly increased and the incentive for the 
owner to continue to bear them is simultaneously reduced. To the 
degree that the business is dependent on the skills of the owner (or in 
some instances of an aging top-management team) its future suc- 
cess will be threatened by his (or their) retirement. At the same time, 
when the retiring owner-manager relinquishes his salary, he and his 
family become much more dependent on their investment resources 
for their economic security. Under these circumstances, unless emo- 
tional ties cause the owner to place a strong premium on keeping his 
business within the family, he is likely to sell it so as to be able to 
strengthen and diversify his investment holdings. This action might 
well be taken even in the absence of tax motivations; it is especially 
probable if the normal investment risks are further complicated by 
prospective estate tax problems. The most common reason for retain- 
ing the business despite the pressure to sell is, of course, the desire of 
an owner to turn his business over to his son; but not all owners have 
sons and not all sons are either capable of taking over their father’s 
business or interested in doing so. 

This general pattern of action which recurs very frequently more 
or less as here described inextricably intermingles management, in- 
vestment, and tax motivations; many cases of this general nature 
probably should be classified under all three headings and we have so 
treated them. But the desire to retire is often the trigger which sets off 
the chain of decision leading to the sale or merger, and frequently it is 
the dominating factor. In other instances, of course, the investment or 
tax motivations are more significant than the desire to retire, especial- 
ly if adequate management succession is available or if there is no 
urgent reason for retirement, such as old age or ill health. 

If death occurs before retirement, the same set of considerations is 
presented in even more acute form. Several companies in our sample 
were sold because the owner-managers had died and no effective re- 
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placements were available, but many more sales were made in antici- 
pation of retirement and death than after the owner’s death. 

While the desire to retire and the loss of key management personnel 
by death were the most frequent management considerations leading 
to sales of businesses, a variety of more or less related considerations 
was also encountered. For example, in a half-dozen cases the objec- 
tive was to reduce the management load borne by the key executive or 
executives. In a few of these cases the sales, in fact, amounted to a step 
toward retirement by an aging executive or top-management team. 

During the war years, when government controls greatly increased 
the difficulty of running a one-man business, the incentive to transfer 
the responsibility of handling negotiation with government officials to 
the staff organization of a larger company was especially strong. 
Entirely apart from the war, however, this general type of considera- 
tion is becoming steadily more important in the eyes of the manage- 
ments of small, independently owned businesses; as the sphere of gov- 
ernment reporting, regulation, and controls tends to widen with the 
passing decades, the sheer administrative burden of running a small, 
independent business is greatly increased. 

Other businesses were sold because top management had become 
incapable of keeping up with its competition. This situation occurs 
especially in areas in which large expenditures on technical research 
are necessary to keep abreast of competitors. One small manufacturer 
of a chemical product, for example, merged with a large competitor 
mainly because he could not undertake the research which was needed 
to meet competition and consequently he feared a gradual deteriora- 
tion of his company’s prospects. Another contributing factor in this 
case was that the chief owner was “just getting tired of hard work.” 
He also wished to relieve himself of the responsibility of providing 
his minority stockholders a steady income, especially since some of 
them had limited means and depended for their livelihood on their 
income from this company. 

A factor related to several of the foregoing considerations is that 
some owner-managers of small businesses were glad to have the oppor- 
tunity to become connected with larger companies. The reasons for 
such a reaction are varied, ranging from a desire for a greater sense 
of security as to both employment and investment holdings to a de- 
sire for the prestige of being a responsible official in a large organi- 
zation. The latter reaction would be applicable, of course, only to 
situations in which the seller was recognized as a man of outstanding 
ability so that the acquiring company would be willing or even de- 
sirous of giving him a responsible position in its management. The 
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extreme illustration of this motivation occurred in one or two in- 
stances in which the buying company needed new top management, 
and the purchase was made in order to acquire the management of 
the selling company for the direction of the enlarged organization re- 
sulting from the merger. Here the management motivation for the sale 
was to enlarge executive responsibilities rather than to curtail them. 

A final management motivation for sale was dissension among the 
owner-managers of the selling company. Half a dozen such cases were 
encountered in our interviews. They included quarrels between mem- 
bers of the same family, disagreements among families when two or 
more families owned portions of the same business, and instances of 
disagreements in which no family relationship was involved. In a 
more or less related case, one company was sold after its management 
was involved in “irregular” activities in dealing with its major cus- 
tomer; these activities so imperiled the future prospects of the com- 
pany that the stockholders not personally involved were glad to wash 
their hands of the matter when they received what under the circum- 
stances was a reasonably attractive offer to merge on an exchange of 
stock basis with another company. 


INVESTMENT POSITION OF OWNERS 


Investment considerations represent the other main group of im- 
portant non-tax motivations for sale; they were of significant, and 
frequently of dominating, importance in the sale of about two-thirds 
of the companies with assets of over $1 million, but they were of much 
less importance for smaller companies. 

The most common reason for sale under this general heading was 
that the owners expected their holdings to decline in value either sud- 
denly in the near future or gradually over the years. One group of 
companies sold to forestall sudden losses of value were so-called “war 
babies”—companies which had accumulated valuable assets and pro- 
duction know-how during the war but were largely devoid of peace- 
time products and sales organizations. Any attempt to convert these 
companies to peacetime operations would have been highly hazardous 
and might well have resulted in failure. If potential purchasers could 
be found with abilities and needs which complemented those of the 
selling companies, sale or merger was a natural outcome. The sellers 
were glad to be able to cash in their investments at capital gains tax 
rates or to have the opportunity of accepting in a tax-free exchange 
the stock of a company with better prospects than their own. Further- 
more, the bargaining position of the sellers was sufficiently bad so that 
purchasers could obtain favorable terms, thus increasing the proba- 
bility that a buyer would be found. 
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As was indicated earlier in this article, most of the numerous sales 
of distilleries during the war and immediate postwar years were also 
made to take advantage of a strictly transitory opportunity to sell on 
exceedingly favorable terms. Other companies were sold because their 
owners believed that they would decline in value for reasons less di- 
rectly associated with special wartime developments. In a half-dozen 
cases the motivation was expressed essentially in traders’ language. 
In one instance the sellers believed that “they had about reached the 
top of the market’; another company was sold because the owner 
thought “the bloom was off the business.” Essentially similar phrases 
were used to describe several other sales. 

Another variation on sales made for investment reasons consists of 
companies which were sold because their value was so largely de- 
pendent on the active participation of the owners in their manage- 
ment. The owners preferred to undertake a merger while they could 
still capitalize the value of their own services and thereby eliminate 
the hazard of a sudden decline in value on a forced liquidation at their 
death. In a related case, the potential hazard was not the death of the 
owner but a major fire. The company in question had had several 
fires in short order, and consequently had encountered difficulty in 
renewing its insurance. Rather than risk a sudden loss in the value 
of their investment caused by the destruction of property not covered 
by insurance, the owners decided to sell out. 

By no means all sales motivated by investment considerations, how- 
ever, were made because of specific reasons for fearing a decline in 
the value of the companies sold. In many cases the investment motive 
for sale was simply the normal desire of an investor for greater di- 
versification and improved quality and marketability of his invest- 
ment holdings. This motivation was especially pronounced in situa- 
tions in which the owner’s investment in a closely held company had 
ballooned in value, thus placing the owner in a badly unbalanced in- 
vestment position and, at the same time, giving him an opportunity 
to make certain of his financial security and that of his heirs by di- 
versifying his holdings. The Allied and Toni sales, especially the latter, 
provide good illustrations of this reason for sale.’ Other similarly 
motivated sales were made by executors subsequent to an owner’s 
death in order to provide greater security for his heirs. If funds had 
to be raised to pay estate taxes, this reason for sale of course supple- 
mented the investment motivation. A variety of other cases could be 
cited to illustrate the same general points with different shadings of 
emphasis, but little of substance would be added by extending this 
discussion. 


7. See chapters ii and iv of our book. 
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By reviewing these reasons for sale it is evident that most or all of 
them would exist entirely apart from tax motivations. Very frequent- 
ly, however, their urgency is greatly heightened when they are con- 
sidered in combination with related tax problems. The importance of 
establishing a valuation for closely held stock and the need for liquid- 
ity to provide for impending estate taxes, as well as the tax advan- 
tages of liquidating one’s holdings in such a way that they will be 
subject only to capital gains taxes—these and other tax reasons for 
sale give greater urgency to the investment motivations for sale. 


OTHER REASONS FOR SALE 


With one exception, no other reasons for sale occurred with suffi- 
cient frequency to justify separate mention. The exception consists 
of companies which were sold because they were in financial difficulty 
and the prospects for their continued operation as going enterprises 
were poor. This reason for sale occurred most frequently among the 
small companies in our sample, especially those located in the New 
England area. These sales could perhaps have been classified as being 
made for investment reasons since the owners in general were simply 
trying to salvage what they could out of the business, but we decided 
that they were sufficiently distinctive to warrant separate classifica- 
tion. 

Taxes were seldom a contributing motive for the sale of companies 
in financial difficulty since the value of the owner’s holdings usually 
was not large enough to subject the owners to the estate tax and with 
one exception there were not likely to be other tax motivations for 
sale. The exception is that companies in financial difficulty undoubt- 
edly are sold from time to time in order to establish capital loss de- 
ductions which their owners can offset against capital gains from other 
sources for tax purposes, but no such instances were encountered in 
our field surveys. 


Non-TAX MOTIVATIONS FOR PURCHASES OF 
BusINESsS ENTERPRISES 


In our analysis of purchasers’ motivations the task of weighing the 
tax reasons for acquisition against the non-tax reasons is very simple, 
as we have already noted, because of the negligible importance of the 
tax motivation. But the task of identifying and properly appraising 
the relative importance of different non-tax motivations for pur- 
chasers is even more difficult than that for sellers. Several different 
reasons for purchase are generally recognized by buyers, and it often 
is not clear whether the stated reasons are, in a more fundamental 
sense, the real reasons. Explanations given by participants or ob- 
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servers for a complicated decision such as that of purchasing a com- 
pany are likely to be in terms of specific, proximate reasons for action 
rather than in terms of the less tangible, but perhaps more significant, 
underlying motivations. 

An example may clarify this point. At least four specific reasons 
were given by an executive of one acquiring company for its acqui- 
sition of another smaller company in the same general industry. First, 
the management of the purchaser believed that it would be in a 
stronger competitive position if it broadened its line of products to 
include those of the purchased company. The products of the two 
companies were closely related but in general were complementary 
rather than directly competitive. Secondly, the acquired company had 
more cash than it needed for its normal operations and the purchaser 
was short of cash. Since the merger took the form of an exchange of 
stock, the effect of the transaction was to strengthen the cash position 
of the purchaser. Thirdly, the purchaser was interested in obtaining 
the services of certain technical and sales personnel employed by the 
acquired company. Finally, the buyer anticipated that economies in 
administrative overhead could be made by merging the two compa- 
nies. 

These explanations appear sufficient to justify the decision to merge, 
but they do not tell the whole story. Numerous situations exist in 
which essentially the same or comparable conditions exist but no 
merger takes place. The key to the situation under discussion is that 
the acquiring company had an aggressive chief executive who was 
disposed to undertake a vigorous program of expansion. The merger 
in question was negotiated because it appeared to represent the most 
promising opportunity for expansion then available. 

This is not to say that the specific reasons given in explanation of 
the merger were false and that the personality of the head of the 
acquiring company is the full explanation. Both an aggressive execu- 
tive or promoter and the opportunities to gain specific, concrete ad- 
vantages must normally be present, though the relative importance of 
one or the other level of explanation will vary from merger to merger. 


UNDERLYING MOTIVATIONS FOR ACQUIRING OTHER COMPANIES 


Most of our discussion of the motivations of purchasers consists 
of a summary statement of the specific reasons for the acquisitions 
covered by our field surveys. Lest the underlying motivations be lost 
sight of, however, this statement will be prefaced by a reminder that 
these specific motivations usually are simply different manifestations 
of the basic drive for expansion that typifies so many American busi- 
ness executives. 
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Fundamentally, mergers are simply one of several alternative 
methods of attaining the objective of business expansion. Ordinarily, 
mergers are not undertaken as an end in themselves, but rather as a 
means of accomplishing desired objectives—such as the development 
of a new product, the acquisition of new productive capacity, of 
needed sources of supply, or of strategic market outlets—which in 
themselves are steps toward business expansion. The merger route 
will be chosen in preference to direct expenditures for these purposes 
if it is the cheapest and most attractive means of accomplishing the 
desired objective, all things considered. 

Several reasons why mergers often constitute the most advanta- 
geous method of expansion will merely be mentioned here. 

1. Desired facilities and resources often can be obtained much 
more cheaply by buying up the stock of an existing company which 
possesses the desired items than by building or developing them di- 
rectly. This opportunity appears especially attractive when corporate 
securities are selling at substantially less than their book values, and 
even more below the replacement costs of their underlying assets, as 
they typically have been selling in many industries in recent years. 

2. The merger route of expansion does not intensify existing com- 
petitive conditions as does the direct entry of a firm into a new area. 
On the contrary, it enables the purchaser to enter its new market in 
the preferred position of an established competitor. 

3. Expansions through mergers can be accomplished with much 
greater speed and certainty than by direct action. It takes time to 
build a new plant and even more time to develop and merchandise a 
new product, but a merger can be negotiated very quickly. In fact, 
under special circumstances such as those of wartime shortages the 
purchase of an entire business may constitute the only available 
means of acquiring badly needed items. 

What we have loosely designated as the “drive for expansion” 
covers a wide gamut of motivations ranging from a desire to attain 
industrial domination on the one hand to a desire to maintain a going 
enterprise and corporate existence on the other. In between are the 
objectives of expansion without overtones of industrial domination 
and the natural propensity of an alert businessman to pick up a good 
bargain when he thinks he sees one. 


SPECIFIC MOTIVATIONS FOR ACQUIRING OTHER COMPANIES 


Many of the specific motivations for the acquisition of other com- 
panies have been casually referred to in the preceding general dis- 
cussion, but a systematic and more detailed statement of their charac- 
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ter is probably worth while, even at the expense of some duplication, 
because of the widespread interest in the topic. 

New product-new plant-new production organization —Among 
the numerous reasons for purchase, the most frequently mentioned 
were the desire to acquire a new product, new plant capacity, and a 
new production organization. One or the other of these reasons was 
important in well over half the acquisitions. The three reasons over- 
lapped so greatly that it is difficult to isolate them in specific cases, 
though the emphasis often differed as between, say, the desire for a 
new product as such and new productive capacity. In some cases, 
of course, new capacity was acquired simply to increase the output of 
existing products. 

One recurring reason for adding a new product was to reduce the 
severity of the cyclical fluctuations of the business. A manufacturer 
of building hardware, for instance, dropped certain slow-moving items 
because increasing labor costs had made short production runs un- 
profitable. To replace these items a company which made a line of 
home workshop tools was purchased, partly because the new products 
were believed to have a different cycle from that of the building indus- 
try. Also, the manufacturer believed that the new products could be 
sold largely through its existing marketing organization, thereby help- 
ing to reduce unit sales costs. 

The same general point was made by the management of the 
McGraw Electric Company, a manufacturer of light household elec- 
tric appliances, in recommending the acquisition of the Line Material 
Company to its stockholders. As one of several reasons for its recom- 
mendation the McGraw management explained: 

The line of products of the surviving company will be considerably diversified 
as compared with McGraw’s present line. This diversification will be primarily in 
the capital goods field in which McGraw has not participated to any important 
degree up to the present time. The industry in which this diversification will take 
place is a necessary and important adjunct to the electric utility industry, the 


expansion of which, history has shown, follows primarily population growth and 
industrial development rather than economic fluctuations.® 


Essentially the same reason was given by other acquiring companies. 

New products were added by other companies mainly to replace 
declining items of merchandise with products which had more favor- 
able prospects and, during the war, to replace non-essential items for 
which material allocations could not be obtained with higher priority 
items. The acquisition of the M. W. Kellogg Company, a leading 


8. McGraw Electric Company, Notice of Special Meeting of Stockholders (July 12, 
1949), Pp. 2. 
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engineering and contracting firm for the petroleum and chemical 
processing industries, by Pullman Incorporated was somewhat analo- 
gous in motivation; Pullman needed replacements for its sleeping-car 
business which it was forced to sell on account of a court decree re- 
quiring the separation of its car manufacturing and sleeping-car busi- 
ness. 

Other companies added new products mainly because they could be 
sold along with the old line at no increase in selling expense or would 
permit other savings to be made in overhead costs. A few acquisitions 
were made to improve the purchaser’s competitive position by en- 
abling it “to offer a full line” to customers. This motive was espe- 
cially strong in acquisitions by small companies which were competing 
against larger firms with a full line of products. 

In a few acquisitions the primary objective was clearly to acquire a 
new product as such; in the clearest case, the purchaser’s main inter- 
est was in patents owned by the acquired company. Typically, how- 
ever, interest expressed in a new product covered also the plant and 
organization which manufactured the product. 

In several instances productive capacity was acquired to increase 
the output of items which the acquiring company was already making; 
here, of course, the desire for new productive capacity was independ- 
ent of that for a new product. A common motivation for such acqui- 
sitions was to acquire facilities in a new geographical area, usually 
with a desire to increase sales in that area. A large steel company, for 
instance, acquired another company with a plant better located to 
serve the automobile market; savings in transportation costs as well 
as new market outlets were important considerations in this case. 

A variety of special situations accounted for the desire of other 
companies to obtain additional productive capacity. One company 
purchased another, for example, because its home plant was involved 
in a labor dispute and was obviously headed toward a strike. The 
facilities of the acquired company, which were available at low cost 
in view of the poor financial condition of the selling company, en- 
abled the purchaser to minimize its loss of production during the 
interruption. 

Vertical integration.—About a third of the acquisitions covered by 
our field interviews were made to achieve a greater degree of vertical 
integration. These acquisitions were divided about equally between 
cases of backward and forward integration, that is, acquisitions of 
companies from which supplies or material components were previ- 


ously purchased and acquisitions of former customers or other mar- 
keting outlets. 
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Some instances of vertical integration definitely strengthened the 
position of leading companies, but a substantial number of acquisi- 
tions were made by smaller companies in the effort to overcome com- 
petitive disadvantages. The most conspicuous recent case in the for- 
mer category is, of course, the purchase of the Consolidated Steel 
Company by the United States Steel Corporation. The motivation 
for this has been explained as follows by Mr. Benjamin Fairless, 
president of United States Steel. 

Last June [1946], U.S. Steel purchased from the government its large steel mill 
at Geneva, Utah. Geneva’s capacity to manufacture plates and structural steel is 
in excess of any likely postwar needs for these products in the Far West. Upon 
acquiring the Geneva plant, it became U.S. Steel’s responsibility to seek means to 
utilize so far as possible these excessive plate and structural steel capacities, and 
thus permit the Geneva plant to be continued in operation over the years and serve 
as a source of supply for western users of steel. A natural step toward accomplish- 
ing this result is for U.S. Steel to engage in the steel fabricating business on the 


West Coast, an activity it has carried on for many years in other parts of the 
country. 

Consolidated informed U.S. Steel some months ago that its fabricating business 
was for sale. Such a purchase seemed to U.S. Steel to be the logical way to secure 
an essential outlet for plates and structural steel to be produced at Geneva, and 
thus help insure future operations of the Geneva plant.® 


A substantial number of other acquisitions of steel fabricators have 
been made by the basic steel producers in recent years. Several of the 
major steel companies have also acquired large coal-producing com- 
panies in order to provide sizable coal reserves for future needs. 

In contrast to these acquisitions which further solidified the po- 
sition of leading companies, many mergers leading to vertical inte- 
gration were made with the specific purpose of strengthening the po- 
sition of relatively small companies. A small steel company which 
produced finished steel and fabricated products, for instance, acquired 
two other small companies which were primary steel producers. The 
motive for these acquisitions was to attain a degree of vertical inte- 
gration that would permit the company to compete more effectively 
with the large, integrated steel producers after the postwar boom. 
Other illustrations include a small leather products manufacturer that 
had operated by contracting out its tanning. During the war it had 
had difficulty in obtaining allocations of hides because it had no plant 
of its own. After the war the company purchased a majority interest 
in a tanner in order to protect itself when the supply of hides might 
again become tight and leather would be difficult to buy on the mar- 
ket. Several similar instances were encountered in the petroleum in- 


g. “U.S. Moves To Block Consolidated Sale,” Steel (March 3, 1947), p. 88. 
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dustry in which marketing companies bought up producing proper- 
ties or refining facilities to decrease their dependency on purchased 
crude or refined products. 

A few acquisitions were made so that the purchaser would not be 
dependent on single outside sources of supply for critical materials 
vital to its products. For instance, a small manufacturer of machinery 
used in making a consumer product purchased a chemical laboratory 
that manufactured an essential ingredient for the processing of the 
consumer product; the machinery manufacturer regularly supplied 
its customers with this ingredient. Another manufacturer purchased 
a company which made a highly specialized component of the pur- 
chaser’s product when the owner decided to sell out. The buying com- 
pany had had no experience in manufacturing the component which 
required special machinery and skills, and its management did not 
relish the prospect of having to undertake direct manufacture of the 
item. Since very few companies produced the item and most of them 
had established connections with competitors of the purchaser, its 
management believed that the only way to assure a dependable supply 
of the component in view of the owner’s decision to sell out was to 
buy his company. 

Financial advantages.—In about a dozen cases the opportunity to 
gain financial advantages constituted an important motivation for the 
acquisition. By financial advantages we mean not merely that the 
merger was expected to increase profits, for this expectation is a neces- | 
sary condition for almost all mergers, but rather that specific financial 
advantages such as improved marketability of stock or increased 
availability of outside capital were expected to ensue. 

One type of anticipated financial advantage has to do with the cost 
and availability of outside capital. To illustrate, a merger of two com- 
panies which had related managements and some common ownership 
of securities was undertaken in the belief that the merged company 
would be able to sell a larger bond issue on more favorable terms than 
would be possible if the two companies undertook independent fi- 
nancing. In another similar case, a merger of two companies partially 
owned by the same stockholders was undertaken in order to facilitate 
a sale of stock to the public. 

In still a third instance, the acquisition of the Line Material Com- 
pany by the McGraw Electric Company, one of the objectives was 
an increased marketability of the company’s stock. As the McGraw 
management explained to its stockholders: “The merger will result in 
an increased number of stockholders and of shares outstanding, both 
of which factors should improve the marketability of the McGraw 
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stock.’”?° The objective here apparently was as much to improve the 
position of the stockholders as to benefit the company as such; in 
contrast to the previous two cases, there is no evidence that McGraw 
was planning to seek outside financing in the near future. 

A quite different type of financial motivation led to another merger; 
one of the main objectives in this case was to enable one of the par- 
ticipating companies to undergo a recapitalization. This company had 
a large issue of preferred stock outstanding with a high dividend rate; 
large arrearages had accumulated on this stock over a long period of 
unfavorable poor earnings. In the absence of the merger the manage- 
ment believed that it would be impossible to obtain the consent of 
the preferred stockholders to a voluntary recapitalization designed to 
straighten out the company’s capital structure. By proposing a statu- 
tory merger which offered other attractions in addition to the desired 
recapitalization, however, the necessary consent of a sufficient num- 
ber of the preferred stockholders was obtained. It was thus feasible 
to put through the recapitalization as an incidental part of a larger 
transaction even though a direct recapitalization probably would have 
been out of the question. 

In anumber of mergers an important motive for the acquisition was 
the desire of the acquirer to obtain the working capital of the seller. 
Several such sellers were companies which had grown rapidly during 
the war but were left without peacetime products or markets at the 
end of the war. Acquisitions so motivated ordinarily were financed 
by an exchange of stock; the use of this technique avoided any cash 
drain on the acquiring company. 

In one or two other instances companies with similarly poor pros- 
pects, but with excess working capital and usable plant and equip- 
ment, were purchased for cash. These purchases were financed by 
temporary loans which were repaid shortly after the acquisition was 
completed with cash withdrawn from the selling company. In effect, 
the selling stockholders were paid largely from the cash resources of 
the selling company. This type of transaction is stimulated by the fact 
that the sellers of companies with large liquid holdings generally can 
cash in their holdings on much more favorable tax terms by selling out 
than by withdrawing their cash directly in the form of dividends. 


CONCLUSIONS 


1. Taxes constituted an important reason for the sale of about one- 
tenth of the total number of selling companies involved in publicly 


10. McGraw Electric Company, Notice of Special Meeting of Stockholders (July 12, 
1949), P. 2. 








382 The Journal of Finance 


reported mergers in manufacturing and mining for the years 1940-47, 
and for about one-fourth of the mergers involving selling companies 
with total assets of over $1 million. Taxes appear to have been a 
major reason for sale in mergers involving a little over one-fourth of 
the total assets of all companies sold in such transactions and about 
one-third of the total assets of all companies sold with assets of over 
$1 million. As can be inferred from these data, taxes were a relatively 
much more important reason for the sale of larger than of smaller sell- 
ing companies. 

2. Among the non-tax reasons for sale, management and inves.- 
ment considerations were by far the most frequent and most impor- 
tant. Management considerations tended to be somewhat more impor- 
tant for the sale of smaller companies and investment considerations 
for the sale of larger companies. 

3. In the mergers covered by our field interviews taxes were of very 
slight importance as a motive for the purchase of other companies. 

4. The most important non-tax motivations for acquiring other 
companies were the desire for a new product, plant, or production 
organization, for greater vertical integration, including both new 
marketing outlets and sources of supply, and for financial advantages 
of various sorts. For the most part, these specific reasons for purchase 
reflect the basic drive for expansion which motivates many American 
business executives and the fact that mergers often represent the most 
attractive means of expansion. 
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THE ROLE OF GOVERNMENT IN THE SAN FRANCISCO 
BAY AREA MORTGAGE MARKET* 


Pau F. WENDT AND DANIEL B. RATHBUN 
University of California 


CURRENT HESITATION IN THE TEMPO of residential dwelling construc- 
tion signals an end to a most interesting and instructive period in the 
history of housing. The need for critical examination of the effects of 
federal participation in the mortgage financing process is highlighted 
by the obvious importance of its role in determining the character of 
the housing boom in this period. Paralleling the assumption of risk, 
the government has progressively widened the scope of its supervision 
of the individual loan transaction and placed increased emphasis on 
directing mortgage credit into approved uses. This action has had 
important effects on the quantity and quality of additions to the hous- 
ing supply and on fluctuations within the building industry and in 
aggregate activity. Studied appraisal of federal intervention is, there- 
fore, of central importance today. 

Meaningful analysis of the impact of federal programs is difficult 
on a national scale, since dissimilar regional developments tend to 
conceal the effects of these programs. The findings of a postwar study 
of the San Francisco Bay Area mortgage market provide the back- 
ground for this evaluation of government agencies and of the influ- 
ence of government housing finance policies on the operation of the 
mortgage and housing markets in the San Francisco Bay Area. 


PosTWAR MorTGAGE MARKET DEVELOPMENTS 
IN THE Bay AREA 


The nine counties surrounding San Francisco Bay accounted for 
approximately 2.2 per cent of total national construction of perma- 
nent nonfarm dwellings, 3.7 per cent of VA-guarantied loans, and 4.5 
per cent of FHA Sections 603 and 203 loans in the period 1945-50. 
Chart I presents a summary picture of total mortgage lending in this 
area and the contribution to this total made by the various sources of 


* The findings described herein are based partially on a larger study of the San Fran- 
cisco Bay Area Mortgage Market, prepared under a research contract with the Housing 
and Home Finance Agency. However, the accuracy of statements or interpretations con- 
tained in this article are solely the responsibilities of the authors. 
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mortgage credit. This chart brings out clearly the following salient 
features of this market: (1) the dominant position held by banks, 
(2) the relative unimportance of savings and loan associations, and 
(3) the importance of FHA-insured and VA-guarantied loans. 

Banks account for at least 40 per cent of the total number of con- 
ventional mortgages and almost 85 per cent of the total number of 


CHART I 


ToTtaL NuMBER OF LOANS RECORDED BY FINANCIAL INSTITUTIONS AND “‘INDIVIDUALS 
AND OTHER MortTGAGEES”; ToTtaL NuMBER OF FHA Loans RECORDED IN 6 Bay 
AREA COUNTIES FOR THE YEARS 1945-49 AND VA LOANS RECORDED IN g Bay AREA 
COUNTIES FOR THE YEARS 1946-49 
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Sources: FHA Loans—unedited tabulations provided by Federal Housing Administration; VA Loans— 
San Francisco office of the Veterans Administration; total number of loans recorded in six bay area counties— 
California Pacific Title Insurance Company, San Francisco, California. 


* Data for FHA Section 603 loans made in 1946 and Section 203 loans made in 1945 are available for the 
months of July-December only. 


* Includes junior liens guarantied by VA under Section sos5A. 


insured and guaranteed loans made in this Area. Over go per cent of 
total bank lending is accounted for by the six leading banks. A pri- 
mary effect of the FHA and VA programs has been to weaken the po- 
sition of savings and loan associations, since these institutions cannot 
attract savings at rates permitting large-scale participation in these 
programs. The annual dollar volume of mortgage lending by insur- 
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ance companies in the San Francisco Bay Area has increased eleven 
fold during the period 1945-50. These lenders have competed aggres- 
sively in loan terms, including interest rates. Increasing numbers have 
provided construction loans for contract-built houses, and two com- 
panies have entered the tract construction loan field. The importance 
of the role insurance companies now play in this market is pointed up 
by the dearth of mortgage credit which resulted when these lenders 
withdrew from the primary and secondary markets in 1951. 

The volume of construction is particularly dependent upon bank 
lending policies, since these lenders supply virtually all tract construc- 
tion credit and the bulk of construction credit for contract-built 
houses. Sensitiveness in the supply of construction credit resulting 
from the narrow institutional participation in the construction-loan 
market is accentuated by imperfections in the private secondary mar- 
ket and marked avoidance of the facilities offered by the Federal 
National Mortgage Association. Terms in the construction-loan mar- 
ket currently are determined largely by conditions in the secondary 
market owing to the primary lenders’ dependence upon a “take-out.” 
Because of this relationship to the permanent loan market, concentra- 
tion of construction lending in the hands of a relatively few banks is 
less objectionable than would otherwise be the case. The strong ele- 
ment of monopsony existing on the demand side of the Bay Area con- 
struction-loan market and the ability of insurance companies to enter 
this submarket serve to check the potential misuse of power to influ- 
ence terms in this market. 


FEDERAL HousINnc ADMINISTRATION 


The FHA has played an important role in the Bay Area housing 
market since its origin in 1934. During the intervening years the 
San Francisco office of FHA has wen a reputation as a conservative 
yet constructive agency that merits the support of members of the 
homebuilding industry. Through the underwriting of private risk,’ 
the supervision of construction, and the provision of a standardized 
loan instrument, the flow of investment funds into loans on Bay Area 
properties has been encouraged. Indirectly, in conjunction with but 
subordinate to the government’s low-interest-rate policy, FHA has 
brought about a downward adjustment in interest rates, loan fees, 

1. An official of the Northwestern Mutual Life Insurance Company reports that 
current losses in FHA foreclosures “run rather consistently at about 5 per cent of our 
claims, and while practically all of that loss goes into a certificate of claim (against 
FHA) it is doubtful that there will be much recovery on those certificates.” See H. J. 
Tobin, “The Life Insurance Company Viewpoint,” an address given at the Mid-Winter 


Mortgage Conference of the Mortgage Bankers Association of America, Chicago, 
January 26, 1951. 
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and a lengthening in the term of loans on conventional mortgage 
credit. 

FHA loans varied between 4 and 10 per cent of the total number of 
Bay Area mortgage loans in the period 1945-47 and then rose stead- 
ily to 24 per cent of total loans in 1950. It is estimated that the con- 
struction of virtually all the houses built by operative builders (80 per 
cent of the total) were supervised by FHA. The importance of FHA 
at this focal point in the housing market has permitted this agency to 
place its mark on virtually all tract-built postwar additions to the 
housing supply. Owners desire FHA inspection because of the protec- 
tion it gives them on materials and workmanship; operative builders 
and lenders want FHA inspection because (1) it improves the market- 
ability of the permanent loan in the secondary mortgage market, and 
(2) it makes it possible (assuming they obtain a firm commitment) 
for them to have the loan insured in their own name. 

After the end of the war, the ability of FHA to retain its place in the 
local market in competition with VA was first increased by the revival 
of Section 603 loans in 1946 and, later, by the tendency of the com- 
bination FHA-VA loans to divert the bulk of tract loans to FHA. It 
may be noted that the majority of lenders interviewed preferred the 
VA guaranty to FHA insurance. Payment in cash rather than in FHA 
debentures and freedom from liability to restore property under con- 
ditions specified by the FHA were given as the major reasons. 

Lenders have avoided Title I, Section 8 and Section 203(D) loans 
which are typically of small dollar amount because of the relative 
profitability of larger loans under other sections of the law. No Sec- 
tion 609 loans to the manufacturers of prefabricated houses have been 
made in the Bay Area. Section 611 (designed for low cost single- 
family tract construction) has been used only in the case of one large 
housing development because the added protection to the lender 
through insurance of the construction advances made it easier to ob- 
tain credit. At the present time several large Section 213 (co-operative 
housing) developments are planned, but builders report that inability 
to obtain financing and difficulty in selling memberships will prob- 
ably cause their cancellation. 


VETERANS ADMINISTRATION 


VA loans have been a key factor in stimulating the volume of resi- 
dential construction in the Bay Area. Approximately 65 per cent of 
new Bay Area houses have been purchased with VA-guarantied 
loans.’ After the approval of automatic guaranty on March 1, 1946, 


2. Bureau of Labor Statistics, Construction (February, 1951), p. 27. 
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the number of VA loans immediately jumped far ahead of the number 
of FHA loans (Chart I), with reliance on the selling power of VA 
terms particularly marked in tract developments. This was to be ex- 
pected, of course, in view of the fact that with a VA-guarantied mort- 
gage contract less interest was charged on a longer term, open-end 
loan on which no equity was required. 

Given the opportunity to make higher-yield loans which the un- 
precedented demand for shelter had conferred on lenders, the willing- 
ness of private lenders to make VA loans could not have been foretold. 
Under these conditions it might have been expected that lenders 
would have required advance FNMA commitments before extending 
VA-guarantied loans. However, only 419 Section 501 and 118 Section 
505(a) loans (less than 1 per cent of total VA loans) were made in 
this manner in the Bay Area in the period 1945—50.* The remainder 
were made without this insurance, and the willingness of the majority 
of lenders to participate in the VA program must be attributed to a 
combination of desire to accommodate the veteran, a reasonably good 
private secondary market, and the competitive spur offered by a few 
lenders willing to make these loans on a large scale. 

Banks have consistently made over 80 per cent of VA loans in the 
Bay Area. Almost 50 per cent of the VA-loan applications filed at the 
office of a typical large bank in the Area in the period 1946-48 were 
rejected. This suggests that applicants were screened carefully. Insur- 
ance companies have played a progressively more important role in 
both the VA-loan primary and secondary markets. Savings and loan 
associations accounted for almost 7 per cent of total VA loans in the 
latter half of 1946; the share accounted for by these lenders had de- 
clined to approximately 2 per cent in 1949. Mortgage and real estate 
company participation in the VA program reached a high of almost 
20 per cent in 1950. Throughout 1946 and 1947 banks required the 
smallest down payment (5 per cent), followed closely in this respect 
by mortgage companies (6 per cent). During 1948 and 1949 all classes 
of lenders required substantially greater down payments, with mort- 
gage companies requiring the largest equities. Prior to the time the in- 
crease in the guaranty occurred in 1950, the guaranty varied between 
41 and 48 per cent of loans. Banks made extensive use of Section 505 
combination loans somewhat before the other lenders shifted away 
from Section 501 loans. Insurance companies emphasized the long- 
term 25-year loans (63 per cent of insurance company loans were for 
300 months), whereas the majority of loans made by savings and loan 
associations and mortgage companies fell in the 16-25-year class. 


3. 324 Section 501 and 96 Section 505 loans were actually sold to FNMA. 
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Banks placed almost equal emphasis on the 20- and 25-year class 
loans. 

As with FHA, the majority of Bay Area VA loans have been on new 
houses.* However, since VA did not require that construction meet 
prescribed standards prior to April, 1950, VA has not exerted a signif- 
icant impact on housing standards.° The success of operative builders 
in the Bay Area to increase the scale of their operations is, in part, the 
result of the ease with which large tracts could be financed. Conse- 
quently, part of the credit for improvements developed by these build- 
ers may be given to the VA program. The behavior of costs and prices 
noted indicates that savings resulting from these improvements were 
not passed along to the home buyer. 

VA has undoubtedly achieved one of its major goals in the Bay 
Area, namely, that of improving the position of veterans in the hous- 
ing market. Veterans paid lower interest rates on both sor and 505 
loans than were generally available to non-veterans. Approximately 
38 per cent of VA-loan financed houses were purchased with no down 
payment in the period prior to January, 1948,° and 13 per cent during 
the latter half of 1949.’ Evaluation becomes more difficult when the 
attempt is made to determine the effect this program has had on the 
total supply of shelter, since the inflationary effects of liberal credit 
may have counteracted the apparent advantages. 

The relative liberality of VA terms played an important part in the 
very rapid increase in the price of homes purchased with 501 loans 
and the slightly less rapid increase in the case of 505 loans. As has 
been pointed out by E. M. Fisher, “Credit multiplies the purchasing 
power of the down payment by a factor which is the reciprocal of the 
ratio of down payment to the total purchase price.”* The increase in 
home-purchasing power resulting from roo per cent loans is limited 
only by the amount the prospective home owners can borrow. The 
shift from 10 per cent down-payment requirements (FHA Section 603 


4. In 1950, three-fifths of the total VA loans in the United States were on new houses. 
In 1946 and 1947 60.2 per cent of VA loans made by the Bank of America were on 
new houses. E. A. Mattieson, Hearings Held before Subcommittee of the Joint Com- 
mittee on Housing, January 15, 1948. 


5. The VA program has facilitated the sale of “package homes” in the Bay Area. As 
pointed out in the Technical Bulletin TB-4A-95 of December 19, 1950, the only require- 
ment VA makes is that items included “be in full keeping with the class of home.” 


6. See E. A. Mattieson, op. cit. 


7. Bureau of Labor Statistics, Construction (March, 1951), p. 18. Sixty-seven per cent 
of new homes purchased by veterans were bought with down payments of less than 
5 per cent. Idem. 


8. “The Role of Credit in the Real Estate Market,” address given before the Forty- 
first Annual Meeting of the American Life Convention, Chicago, October 7-11, p. 8. 
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terms) to the approximate 5 per cent down payments required on 
moderately priced homes under VA loans doubled the home-purchas- 
ing power of veterans in early 1946 (after the automatic guaranty 
became effective). Later, as equity requirements were further de- 
creased under combination loans, the increase in the purchasing power 
of veterans was again almost doubled, and, finally, the relative and 
absolute increase in the VA guaranty in April, 1950, again increased 
the purchasing power of a given down payment. 

These sharp increases in demand were associated with a large in- 
crease in supply, perhaps some deterioration in quality,® and very 
marked increases in price. Increases in home prices outpaced increases 
in the level of material costs through 1949.’° While a sharp increase in 
prices is a characteristic feature of a seller’s market (reflecting the 
inability of construction to meet the increase in demand for homes 
brought about by rising prices), overly liberal credit was obviously a 
key factor in the sharp increase in Bay Area home prices. Statutory 
authorization for the transfer of VA-guarantied mortgage contracts 
to non-veterans and the tendency for all homes in an area to reflect 
changes in price on those homes sold insured the transmission of these 
inflationary pressures to all homes. 


FEDERAL NATIONAL MortTGAGE ASSOCIATION 


FNMA has been of very limited importance in the Bay Area. Total 
sales of loans to FNMA in the period January, 1946—January, 1951 
amounted to $3.5 millions ($2.7 millions of which were Section 501 
loans); commitment contracts during this period totaled $10 mil- 
lions.1* Mortgage companies accounted for 23 per cent of total sales 


g. The average one-family dwelling constructed in the Bay Area in the latter half 
of 1949 contained 5 rooms, whereas the average house financed with FHA Section 203 
loans contained 5.5, 5.3, and 5.4 rooms in 1946, 1947, and 1948, respectively. See Housing 
and Home Finance Agency, Third Annual Report, p. 204, and Bureau of Labor Statistics, 
Construction (February, 1951), p. 20. 


10. Homebuilders’ material costs rose 29 per cent during the period January, 1946— 
October, 1948. Bureau of Labor Statistics, Supplement to Construction (May, 1951), 
p. 36. During this same period the price of homes bought with Section 501 loans in the 
Bay Area advanced by 66 per cent, while homes bought with FHA-VA combination 
loans increased 72 per cent. In the period October, 1948—August, 1949 the average con- 
struction cost per unit as estimated by BLS declined by 21 per cent (idem), while the 
price of homes bought with Section 501 loans advanced 8 per cent and the price of 
homes purchased with Section 505 leans remained unchanged. Both the cost and price 
data cited reflect differences in the size and type of homes purchased and built over the 
period and hence are not an accurate reflection of changes in costs or prices. 


11. Data supplied by the San Francisco and Los Angeles offices of FNMA. Section 
501 loans accounted for 56 per cent of commitments, Section 203 loans for 25 per cent, 
Section 608 loans for 12 per cent, Section 603 loans for 4 per cent, and Section 505 loans 
for 3 per cent. 
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to FNMA, one bank accounted for 63 per cent of total sales, and one 
savings and loan association made the remaining sales. It is estimated 
that during this period 1946-51 the private secondary market ab- 
sorbed $300,000,000 of mortgage loans from lenders operating exclu- 
sively in the Bay Area or whose home offices are in San Francisco. Of 
course, the effect which FNMA exercises on lenders depends, in part, 
on the option to sell which its readiness to buy confers on private 
lenders. The resultant increase in the “liquidity” of privately held 
mortgage debt is fully as real as that produced by the increase in the 
cash account following an actual sale to FNMA. Consequently, the 
foregoing data on the local operations of FNMA understate the 
importance of the public secondary market. 

Sales of mortgages by the San Francisco office of FNMA during the 
period January 1946—September 1950 amounted to $932,737. Two 
Bay Area savings and loan associations purchased a small number of 
Section 203 loans; the other loans were purchased by life insurance 
companies. At the close of this five-year period, this office of FNMA 
had disposed of over 60 per cent of Section 203 loans purchased, 65 
per cent of 505 loans, 26 per cent of 603 loans, but none of its Section 
501 loans. It must be recognized that the market for loans held by 
FNMA was exceptionally active during and after World War II and 
that this gave FNMA a perhaps unique opportunity to dispose 
of loans. 

A large number of Bay Area lenders feel that the public secondary 
market should be avoided because “reliance on it will lead to further 
governmental control of mortgage lending.” These lenders have 
waged a successful campaign to convince other lenders that avoidance 
of FNMA is in keeping with their long-run interests. At the present 
time there is a possibility that the current insistent demand for mort- 
gage credit will cause lenders to turn to FNMA. Another reason given 
by lenders for avoiding FNMA is that sales to this agency require a 
large amount of paper work. The head of a large savings and loan 
association reports that “We not only have to do our paper work but 
FNMA now requires that we prepare their ledger card.” 

Mortgage companies were least responsive in the recent past to the 
arguments that sales should not be made to FNMA. Large-scale entry 
of mortgage companies into the Bay Area market has been discour- 
aged by the aggressive competition of branch banks for loans and by 
their dominance of the construction loan and short-term credit 
markets. 
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EVALUATION OF GOVERNMENT POLICIES 


Before turning to broader considerations we look briefly at several 
charges which have been made against all government agencies in the 
local housing market. First, it is alleged that FHA and VA appraisals 
make no allowance for costs resulting from differences in quality. 
While there are many difficulties involved in treating “quality,” inter- 
views with lenders and builders support the conclusion reached in a 
study made by Professor Sherman J. Maisel that “... minimum 
standards tend to become maximum.””” Closely related to this partic- 
ular problem of appraisal flexibility is the problem of devising ap- 
praisal policies which will facilitate the introduction and use of im- 
provements in design. Interviews with lenders and builders indicate 
that local FHA and VA appraisal policies have limited improvements 
in design, though not to the extent found in other areas.’* Professor 
Maisel states, ‘“‘Designs which might either lower the cost of building 
or increase the value of a house have led to lower appraisals,” and “In- 
novations have required considerable effort and a large amount of 
adroit maneuvering and pressure on the Government’s financial insti- 
tutions.”** FHA and (to a lesser extent) VA conservatism on this 
point encourages all lenders to urge builders to stick to approved de- 
signs which will be processed quickly. 

Delays in processing applications cost builders time and money. 
These affect building costs by slowing starts and making it impossible 
to advance progress payments on time.’® Like the complexity of appli- 
cations (which tend to baffle and enrage the small builder who cannot 
hire a specialist), these postponements appear to be a necessary evil. 
The transfer of risk to the government requires that a lengthy exami- 
nation be made, and, aside from the periods in which FHA and VA 
received a flood of applications, the delays in the Bay Area have not 
exceeded six weeks. 

With the extension of insurance to loans on multi-family units, de- 
fense housing, and construction advances, the original conception of 
FHA as an adjunct to the existing mortgage credit system was al- 

12. Structure and Problems of the Homebuilding Industry (unpublished manuscript, 
dated June 1, 1951), chap. ix, p. 21. 


13. For remarks on the architectural standards used by Los Angeles office of FHA 
see Fortnight, California’s Own Newsmagazine (May 14, 1951), Pp. 13. 

14. Maisel, op. cit., chap. ix, p. 21. 

15. It is reported in the Bay Area Real Estate Report of October, 1950, p. 60, that 


these delays were substantially more important than credit curbs in reducing the volume 
of lending during the period July—October, 1950. 
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tered greatly. This agency’s role had been enlarged for the purpose of 
directing credit into specified areas, and the earlier emphasis on con- 
servatism was sometimes rated below the accomplishment of the new 
goals. One effect of this trend in the Bay Area has been a growing 
reluctance on the part of builders and investors to invest their own 
capital in multi-family rental properties, relying instead on liberal 
loans under FHA terms to “mortgage out.” Many lenders in the local 
market have come to look on FHA as an agency to be used in making 
risky operations safe. This attitude is expressed by the statement: 
“We make the good loans on a conventional basis; the rest go FHA.” 

Available evidence indicates that FHA has maintained its appraisal 
standards on a level substantially above that of VA. Appraisals of 
these two agencies are, of course, based on different concepts of value 
and differ substantially with respect to technique and administrative 
organization. The basic FHA concept of value under Title II is “The 
price which typical buyers would be warranted in paying for the 
property for long-term use or investment, if they were well informed, 
acted intelligently, voluntarily and without necessity.”** In practice, 
FHA valuations for Title II loans on new dwellings in the Bay Area 
have been based upon a modified unit-in-place cost system. The cost 
factors used have not recognized premiums on labor and some classes 
of materials and have generally lagged behind current market prices. 

The VA concept of “Reasonable Value” is defined as “that figure 
which represents the amount a designated appraiser, unaffected by 
personal interest or prejudice, would recommend as a proper price or 
cost to a prospective purchaser, whom the appraiser represents in a 
relationship of trust, as being a fair price or cost in the light of prevail- 
ing conditions.”** In effect, it has been a determination of value not 
for long-term use or investment, but a finding of that amount which is 
reasonable for the veteran to pay in the light of conditions prevailing 
locally. The legal requirement that the price paid by the veteran not 
exceed the appraised “reasonable value” has, of course, been a con- 
trolling factor in VA appraisal policies. If appraisals failed to meet 
current market prices, it was not possible for veterans to acquire 
homes under the Act. Beginning in March, 1948, the Regional Office 
of VA furnished estimated cost figures for the guidance of appraisers. 
These cost figures were obtained from interviews with selected build- 
ers at regular intervals. In the fall of 1950 the VA Regional Office sup- 
planted this system with a uniform cost system based upon costs for 


16. FHA, Underwriting Manual, Section 1005. 


17. Veterans Administration, Lenders Handbook, VA Pamphlet 4-3 Rev. (Wash- 
ington: December, 1948), Section 4o11. 
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standard house types adjusted for regional differences. Based on inter- 
views with VA appraisers and with local officials of the VA Regional 
Office, it is concluded that the standard of “reasonable value” em- 
ployed by the VA in the Bay Area over most of the postwar period was 
reasonable current cost as obtained from builders. 

The net result of the differences between FHA and VA appraisals in 
the Bay Area was that, prior to Regulation X, FHA appraisals were 
consistently below current costs and reflected changes in costs slowly, 
while VA appraisals kept pace with rapidly rising costs in the building 
industry. FHA appraisals were consistently 10-15 per cent below VA 
appraisals and in extreme cases 25 per cent below VA appraisals. VA 
appraisal standards were considerably less uniform over the entire 
Bay Area, owing to the different interpretation given to current condi- 
tions by the individual appraisers. Lenders in certain outlying areas 
cited instances in which VA appraisers refused to recognize rising 
costs and thus influenced the VA-loan program in those areas. Adjust- 
ments in appraisals were made from time to time by the Regional 
Office of the VA to bring about greater uniformity. An interesting con- 
trast in the appraisal policies of FHA and VA during the period after 
credit controls were imposed is afforded by the following typical case 
showing appraisals by the two agencies of a Bay Area house before 
and after the October credit curbs. This example is fairly representa- 
tive of FHA-VA differences, as revealed by an examination of tracts in 
which over 3,000 houses were built in the period 1945-50. 


Date Sale Price FHA Appraisal VA Appraisal 
PIN os 2 in'ng/s'we ie io $10,250 $9,250 $10,250 
December, 1950 ... wiscee SE,OR 9,800 11,500 

DD wc tand oy aoue cat 1,250 550 1,250 


Although accurate cost figures are not available, it was estimated by 
the Bay Area Real Estate Research Committee that costs increased 
during the last six months of 1950 by approximately 5—8 per cent. 
Figures compiled by the Bank of America showed an increase in cost 
for a typical tract house of 8.6 per cent during the same period. As the 
foregoing figures on appraisals show, FHA recognized an increase in 
costs of 6 per cent, while the VA appraisals show an increase of almost 
twice as much or 11 per cent. 


CoNCLUSIONS 


Basic questions of political philosophy are, of course, involved in 
passing judgment on the effects government programs have had on 
the private sector of the housing market. These may be left aside in a 
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narrow evaluation of these programs. As a prerequisite to an orderly 
appraisal of particular government measures answers to the following 
questions are required: (1) Should ability to pay be retained as a 
determinant of the quantity and quality of housing for the individual? 
(2) Should the allocation of funds among alternative investment out- 
lets be governed (in part) by the degree of risk attaching to specific 
uses? (3) Is “stagnation” upon us and do we need an unceasing 
program of expansion in the housing industry? 

Evaluation of the government’s housing policy and of particular 
agencies is made extremely difficult by the magnitude of construction 
in the postwar period, which suggests that any and all participants in 
the housing market have performed in a distinguished manner. Exami- 
nation of the operation of government agencies in the local market 
indicates that there is an important measure of truth in this sugges- 
tion. Accordingly, the task of appraisal is one of separating the con- 
structive elements in the government’s housing program from those 
not contributing to housing goals or which are inconsistent with other 
ends. 

Almost two decades of experience have demonstrated that the prin- 
ciple of loan insurance is sound, that it has been a source of major 
improvements in the functioning of the local mortgage market and 
an important cause of the large volume of construction in the postwar 
period. The provision of a standardized loan instrument and the main- 
tenance of construction standards have been of almost equal impor- 
tance. The absence of a direct tie between FHA appraisals and selling 
price has made the effect of loan insurance on market prices less im- 
mediate than in the case of VA. In view of the long-run record of in- 
stability in mortgage finance and in the absence of other private or 
public organizations operating in the secondary market, the reserve 
facilities provided by FNMA (and the Federal Home Loan Bank) 
must be recognized as essential elements in the mortgage market. 
Insurance of share accounts by the FSLIC and Home Loan Bank 
inspection of member associations must also be placed on the credit 
side of the ledger. 

These are the major constructive elements in the government’s 
housing program, and all of them are fully compatible with the initial 
conception of FHA and FHLB as adjuncts to the existing mortgage 
credit system. In the main, they improve the functioning of the local — 
- mortgage market: they offer a means of combating cyclical fluctua- 
tions and they improve the terms on, and availability of, mortgage 
credit. 


These facts must not be allowed to conceal the necessity for defin- 
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ing the rules of the game so as to insure that the private sector of the 
market makes its maximum contribution. Observation and study of 
the functioning of the Bay Area mortgage market indicate that mini- 
mum requirements here are (1) the absorption of sufficient risk by 
the lender to insure that customary prudence is exercised in the grant- 
ing of loans, and (2) the absorption of sufficient risk by the buyer 
(borrower) to insure (a) prudence in the selection of a home and 
(6) an incentive to retain the property in the face of normal price 
fluctuations, and (3) sufficient interest-rate flexibility so that the 
attractiveness of mortgage lending for the lender may be varied. 

Judged in terms of these desiderata, the following elements of the 
government’s housing program are undesirable: (1) 1oo-per cent 
loans; (2) complete coverage of loss on defaulted loans; (3) guaran- 
tied market for loans in the public secondary market; (4) rigid inter- 
est rates in the face of major changes in the money markets. 

Study of the operation of the local market also suggests that dual 
government participation in the mortgage market increases the diffi- 
culty of controlling mortgage lending, since (FHA-VA) competitive 
liberality severely weakens demand-reducing measures. It is also ap- 
parent that special attention must be given to the problem of insuring 
that loan-insurance does not play a causal role in increasing home 
prices. Limited experience with broadened government participation 
in housing finance has drawn attention to new government-induced 
instability, examples of which are found in the stop-and-go nature of 
housing legislation and administrative regulation. It should also be 
noted that increased government activity has provided the basis for 
the organization and rapid growth of groups formed to influence 
government policy in the housing finance field and that a result has 
been a series of sharp reversals of government policy which have 
caused abrupt changes in the volume of mortgage lending. The insen- 
sitivity of interest rates on FHA and VA loans has also contributed to 
violent fluctuations in the supply of funds. 

Ease of financing is, of course, only one of the many factors influ- 
encing housing demand. The level of incomes, the prices of other 
items entering into the cost of living, the prices and availability of 
rental housing, and the investment outlook are among the other impor- 
tant variables influencing the volume of construction and the prices 
in the residential dwelling market. FHA and VA have made important 
contributions to the high level of housing demand during the postwar 
period, through reductions in down payments and debt-servicing 
costs. The effect of the increases in demand in an area characterized 
by recurrent material and labor shortages has been to contribute to 
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the rise in costs and house prices. Although it is obvious that any pre- 
cise measurement of the effects of government policies in housing 
finance is impossible, it seems clear that expansion of housing demand 
in the Bay Area as in other sections of the country was carried to 
extremes.*® While there can be little doubt that these policies made an 
important contribution to the high volume of housing production, it is 
the authors’ judgment, based upon the availability of conventional- 
loan funds in the Bay Area during the postwar period, that a high 
volume of housing production would have occurred in the absence of 
FNMA commitments and roo per cent loans. Furthermore, although 
experience has demonstrated that it is necessary to have a public 
secondary market for use in emergencies, the obviously direct nature 
of government lending under FNMA advance commitments lends 
strong support to the argument that the power to grant these should 
not be restored to FNMA. 

Events in the Bay Area housing market make it clear that current 
government housing policy has forfeited control over construction 
and prices. The pegging of interest rates on FHA and VA mortgages 
makes it necessary to rely exclusively upon changes in other loan 
terms and upon demand-altering measures to produce a given change 
in the volume of mortgage lending. Flexibility of rates would permit 
more effective action upon the supply side of the equation by divert- 
ing or attracting funds through varying the attractiveness of real 
estate loans. 

The shortcomings and inconsistencies of government legislative 
and administrative efforts to control the volume of mortgage credit 
are revealed by events surrounding the 1950 mortgage credit curbs 
and their partial reversal in the fall of 1951. The immediate effect of 
the mortgage credit control measures announced in the summer and 
fall of 1950, in company with inflationary developments prevailing at 
that time, was to cause a large increase in the volume of home con- 
struction in the Bay Area, continuing through the first half of 1951. 
The Defense Housing Act, signed by the President on September 1, 
1951, liberalized credit terms on houses costing up to $12,000 at a 
time when defense demands in the Area were approaching their peak. 
The lack of co-ordination which frequently characterizes government 

18. Agreement that such was true in the nation seems well established. Cf. Leo Grebler, 
“Stabilizing Residential Construction, a Review of the Postwar Test,” American Eco- 
nomic Review (September, 1949) ; “Inflationary Aspects of Housing Finance,” Federal 
Reserve Bulletin (December, 1947) ; Sherman J. Maisel, “Policy Problems in Expanding 
the Private Housing Market,” American Economic Review (May, 1951); R. J. Saulnier, 
“The Housing Problem,” American Economic Review (May, 1951). “...inordinate 


stimulation of demand during a period of relatively inelastic supply has raised marginal 
home builders’ costs and, thus, final prices of dwellings.” 
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legislative and administrative housing policies is further revealed in 
the fact that the change in administrative regulations to permit higher 
interest rates on FHA and VA loans, necessary if the intent of the 
1951 credit liberalization is to be achieved, has not been authorized. 

Private lending institutions have the key responsibility for screen- 
ing the many demands for credit, thus forcing each to meet the market 
tests of quality in competition with other uses. Experience with FHA, 
VA, and FNMA in the Bay Area and observation of the results of the 
direction by these agencies of mortgage credit into approved uses indi- 
cates that this primary function of the private sector should not be 
transferred to the government, directly or indirectly. Retention of this 
function by private lenders assures that they will discharge their 
responsibility for helping evaluate government housing policies and 
subjecting them to test in the nation’s capital markets. This judg- 
ment is predicated upon the assumption that the allocation of re- 
sources in housing, as elsewhere in the economy, should reflect private 
investment decisions. 

Effective participation by private lenders in achieving housing goals 
requires as a minimum clearly defined, logical objectives and mutually 
consistent legislative and administrative measures by government. 








QUALITY VERSUS PRICE AS FACTORS INFLUENCING 
COMMON STOCK PRICE FLUCTUATIONS 


Joun C. CLENDENIN 
University of California at Los Angeles 


THE FIELD OF STOCK-MARKET PRICE BEHAVIOR is probably unique 
among all areas of economic study in at least two respects. First, it 
has by far the largest number of “universally known and accepted 
facts.” Second, these accepted facts are often unproven and all too 
frequently untrue. 

This article is chiefly concerned with one of the untrue facts. For 
many years the writer has read and has been told that low-priced 
stocks “move faster and farther” than high-priced ones. More spe- 
cifically, it is said that low prices per share are conducive to volatility, 
that the percentage price fluctuation in a low-priced stock is com- 
monly greater than it would be in a higher-priced stock of similar 
quality and prospects. The obvious implication is that low-priced 
stocks provide the ideal hunting area for profit-minded investor- 
speculators. 

The truth of the matter is that the percentage price fluctuations in 
most low-priced stocks are about the same as those in high-priced 
stocks of the same quality. The price instability which characterizes 
so many low-priced stocks should be attributed to their speculative 
quality, not to the fact that they are low priced. These conclusions 
seem to be amply supported by the statistical charts and tables which 
follow. 

Our demonstration logically begins with the routine calculations 
represented in Chart I. “Everyone knows” that low-quality stocks 
fluctuate more widely than high-quality ones, but few people know 
how much more, nor how much in absolute terms. Chart I presents 
rather definite answers on both points. The qualities of stocks repre- 
sented range from the best available (Aa) to the poorest which can 
be classed as dividend producers—those which pay, but without cer- 
tainty as to amount or time (C). The time periods used are periods 
in which the price ranges (differences between highest and lowest 
recorded transactions) represent mainly market fluctuations rather 
than secular growth or basic economic changes. 

The general results presented in Chart I are not surprising. Most 
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CHART I 


AVERAGE* PRICE FLUCTUATIONS IN DIFFERENT QUALITY Groups OF CoMMON STOCKS 
(Showing that lower quality stocks fluctuate more) 
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cent of average 
price 


150% 


125% 


1937-194 


100% 


75% 


I Year 1948 


25% 


November 1948 





Aa A Ba B Ca Cc 
Quality Rating 


“Group Median Used 





400 The Journal of Finance 


of us would have expected a typical C-grade stock to fluctuate twice 
as widely as a highly reputable A-grade stock. But it is an economic 
phenomenon worthy of note that a typical top-quality stock fluctu- 
ates 25 per cent in price (12.5 per cent above and 12.5 per cent below 
its mean) in an ordinary non-critical year, and that its range is 75 
per cent in a cycle such as 1937-44. And the solid dependable income 
producers of Ba and B quality can vary 32 to 52 per cent in a rather 


TABLE 1 


1948 Price Rances oF DirrereNT Quatity Stocks, In PERCENTAGES 
(Table shows number of stocks in each group) 


RANGE AS PERCENTAGE FINANCIAL Wortp Qua.ity RatInc 
oF AVERAGE Price A+ A B+ B C+ 8 D+ 

Below 10 2 I I 
1o to 14.9... 3 5 I 2 ne 
15 to 19.9 I 10 4 4 3 
20 to 24.9 2* 6 6 3 ho 3 
25 to 29.9 3 12* II 9 4 te I 
30 to 34.9 I 7 7* 10* 6 I =F 
35 to 39.9 2 10 5 5 6 I 
40 to 44.9 3 4 4 8* 6 ay 
45 to 49.9 3 2 5 4 2 
50 to 54.9 - i 4 7 ia 4 
55 to 59.9 I . 5 9 - 
60 to 64.9 I me 2 3 3 
65 to 69.9 ; I 2 4 
70 to 74.9 2 4* 
ee * ere ‘ ag as I 2 5 
Above 80 * 2 I 3 12 

* Median of the quality group. 

TABLE 2 
1946 Price RANcEs oF DirrerENT Qua.ity Stocks, in PERCENTAGES 
(Table shows number of stocks in each group) 

RANGE AS Per CENT Fitca Quatity RATING 

or AVERAGE PRICE A BBB BB B ccc ce 
Below 20 .... : I I ag 
20 to 24.9... I 4 4 I 
25 to 29.9..... 2* 7* 3 ” I 
30 to 34.9 ‘ 2 2 9 3 ’ ; 
38 te 368..... : fe 20 9 2 2 
40 to 44.9... 2 19* 5 5 2 
Poe Sere on i 15 9 6 I 
50 to 54.9.... ess I 13 6* 10 5 
55 to 59.9... ; 15 6 2 4 
60 to 64.9.... 2 4 13* 8 
65 to 69.9... ;, 5 3 7 5 
70 to 74.9 ; ; ea 4 8 8 
75 to 79.9.... , ; 2 7 3 10* 
80 to 84.9.. a 6 II 
85 to 89.9.... ; YF 3 I 2 5 
Above go .. re e 3 10 


* Median of quality group. 
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normal year, and 105 to 135 per cent during a “business cycle”! 
Truly these are spectacular figures, which fully explain the constant 
effort devoted to attempts to profit by outguessing the market. 

The appended Tables 1 through 4 show something of the behavior 
of the individual stocks whose group averages are presented in Chart I. 
Many of the individual stocks deviate widely from their group aver- 
ages, for many reasons, but the entire statistical grouping seems con- 


TABLE 3 


1937-44 Price Rances or DirrerENt Quatity Stocks, IN PERCENTAGES 
(Table shows number of stocks in each group) 


RANGE AS Per CENT Fitca Quatity RatTING 

oF AVERAGE PRICE A BBB BB ce 
Below 60 alsa I 2 
2 eee a ‘ 6 2 
70 to 79.9 ‘ 4* 8* 10 I me a 
MO in 5 Sea eben hom, os 3* 7 3 si I 
go to 99.9 ae ; 2 II I 2 I 
300 te 1099......... - 2 8* 6 I 
aoe Oe SOs... 3.5.5 ‘ I 13 ae 2 a 
120 to 129.9....... bane I 12 13 7 5 
Sen Oh GOS. 246.5565 2s. ra 6 9* 6 10 
130 to 139.9.... : ; 6 9* 6 10 
SG ibe 0 chet 68 ; 3 2 9 13 
Sen 20 TOE osc bes I 12 10* 14* 
160 to 169.9... - e Ae 6 10 18 
a70 te 2798...... ee ; ; 4 6 10 
se 60 008....-..... . : a 2 5 I 
Over 190 ...... I 


* Median of quality class. 


TABLE 4 


AVERAGE PERCENTAGE PRICE FLUCTUATIONS OF DIFFERENT GRADES 
or Stocks, SEPTEMBER AND NOVEMBER, 1948 


Quality Grade September November 
Sa eee te gtet - 8.72 
"EE eae ae a 6.84 9.37 
| eee 13.84 
2. 5c eee 15.87 
RSS hcivia’s xeitwinane wake 10.92 16.75 
ene 15.40 18.52 


sistent with the summary results as used in Chart I. It should be noted 
that the quality ratings shown in the tables are those of certain lead- 
ing financial services; these were adapted for combined use in the 
charts. 

Turning now to Chart II, we present some rather astonishing re- 
sults obtained by regrouping the basic data. Each line on Chart II 
shows the average percentage fluctuation of stocks of the same quality 
during a stated time period; each charted point on the line represents 
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a group of stocks in a different price class, the low-priced ones on the 
left, the high-priced ones on the right. A horizontal line thus indicates 
that all price classes fluctuated to the same extent. For example, line 
VII (which presents the data of Table 7) shows the record of Grade 
BB stocks during the period 1937-44; it shows that those selling 
between $o and $9.99 had an average price range equal to 100 per cent 
of their mean price; that those selling between $10 and $19.99 had an 
average price range of 95 per cent; and that those selling between 
$60 and $69.99 also had an average price range of 95 per cent. Sig- 
nificantly, the extent of fluctuation neither decreases nor increases 


TABLE 5 


1948 Price Rances oF Hicu-Pricep anp Low-PRIcEp 
Stocks OF THE SAME QUALITY, IN PERCENTAGES 
FrvancraL Worip Ratinc C+ 
(Table shows number of stocks in each group) 


RANGE AS PERCENTAGE AVERAGE PRICE PER SHARE 
or AVERAGE PRICE 50-59.9  40-49.9 30-39.9 20-29.9 10—-19.9 Below 10 
Below 15 >iteie j I us di ak 
15 to 19.9 ; : , I 2 I os 
20 to 24.9..... ee pies I I ou ro i 
25 to 29.9... ‘ I 2 3 ea 3 =. 
30 to 34.9 ; 3" = 4 I 
35 to 39.9 hen 3* I 2 3 ¥ 
40 to 44.9...... ote 2 2 4* 4* 2 
45 to 49.9 : errr a , I 2 2 I 
50 to 54.9...... I I I I 3° 
Ss WD Se...... ae I i I 3 a 
60 to 64.9.... : en 7 ' ; a 2 
65 to 69.9...... paeee sy ~ 2 — ic 
SE Caen amvnnne- O I es es on I 
IE « aivrrsa nevdsame - a Ao ” I ; 


* Median of price group. 


consistently as the higher-priced stock groups are considered. This is 
true of every single group studied; even line X, which seems to con- 
tradict the others to some extent, does not show a trend which is pro- 
nounced enough to be impressive. 

It seems clear, therefore, that price variability is not a function of 
highness or lowness of price. Both Chart II and the supporting Tables 
5, 6, and 7 (along with five others omitted to conserve space) are 
clear evidence of this. Of course, persistent skeptics could argue that 
our tables deal with small numbers of stocks, that our stocks are not 
classified by industries, and that we have no adequate data on stocks 
selling below $5.00 per share. The last argument in particular is true; 
our conclusions appear to us to be generally valid for stocks in the 
$5.00 class, but we do not have many stocks whose mean prices fall 
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below $5.00. As respects the other objections we feel that they are 
sufficient to affect the detail but not the general import of our tables. 

We conclude that the often-repeated advice to speculators to select 
low-priced stocks to obtain wider price movement is mostly nonsense. 
The proper advice to one who seeks wide price movement is to select a 
low-quality stock. There are more low-priced than high-priced stocks 
of low quality, so the tendency for one desiring low quality may be to 
look among the low-priced stocks; but there is no reason whatever 
to avoid high-priced ones of comparable quality, if the only object 


TABLE 6 


1946 Price Rances or HicH-Pricep anp Low-PRricep 
Stocks OF THE SAME QUALITY, IN PERCENTAGES 
Fitcu Ratinc BB 
(Table shows number of stocks in each group) 


RANGE AS PERCENTAGE AVERAGE PRICE PER SHARE 
oF AVERAGE PRICE 80-89.9 70-79.9 60-69.9 50-59.9 40-49.9 30-39.9 

Below 20 : : I 
20-24.9 I I I 
25-29.9 I I I 
30-34.9 eee I 3 I I 
35-39-9 a ae 2 2 3 5 
40-44.9 2* 4* 3 * 
45-49.9 i I I 3 i I 
50-54.9 2 I I I 6 I 
55-59-9 I I 3 4 3 
60-64.9 I I ; 
65-69.9 , . 2 
Above 70 ; I eos ‘i oa 2 


* Median of price group. 


TABLE 7 


1937-44 Price Rances oF HicH-Pricep AND Low-PrIcep 
STocKs OF THE SAME QUALITY, IN PERCENTAGES 
Fitca Ratinc BB 
(Table shows number of stocks in each group) 


RANGE AS PERCENTAGE AVERAGE PRICE PER SHARE 
OF AVERAGE PRICE 60-69.9 50-59.9 40-49.9 30-39.9 20-29.9 10-19.9 

Below 60 ; I I : 
60 to 69.9 .... ‘ ; — 4 2 
70 to 79.9 ; . . I 2 2 3 2 
80 to 89.9 ... abs 2 ; I ‘ 2 I 
go to 99.9 , . I I 2 2 2* 
100 to 109.9 she 2* I 2* 1* 
110 to 119.9 .... ay I 2 4* 2 3 ‘3 
120 to 129.9 .. ee 5 I 4 2 
130 to 139.9 I 3 2 I 
140 to 149.9 .... ; 2 I 
ED wiwcntasckeae..s I 


* Median of price group. 
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is to trade in stocks whose price movements are characteristically 
wide. 

The same reasoning will indicate that the investment-minded stock- 
holder who prefers a stable market need not avoid low-priced stocks 
of appropriate quality. There seems to be no greater reason to fear 
price instability in a $10.00 stock than in a $65.00 one of the same 
grade. 

Tue Data UsED 


These tables are based on the stocks included in the monthly Fitch 
Stock Record and in the monthly Financial World Independent Ap- 
praisals of Listed Stocks. Our tables from Fitch make use of all listed 
stocks having active markets and not selling under $1.00, taken in 
alphabetical order until enough issues in each quality class were ob- 
tained. The Financial World data are similarly chosen, except that 
only NYSE listings are used. The quality classifications in all cases 
are those assigned at the end of the year in question by the manual 
from which the figures are taken. The qualities used range from in- 
vestment grade (A or A-+-) to speculative dividend payers (CC or C), 
and in the case of Table 1 also include a class on which dividends 
tend to be irregular or unlikely (D+). 

The average price of each stock used in the tables is obtained by 
averaging the highest and lowest prices recorded during the time 
period in question. The price range is the difference between the high 
and the low. In all of the tables the price range of each stock is re- 
corded as a percentage of its average price for the year or period. 








AMERICAN TRADING IN FOREIGN SECURITIES 


Jacos O. Kamm* 
Baldwin-Wallace College 


INTRODUCTION 


AMERICAN TRADING IN FOREIGN SECURITIES has increased sharply in 
recent months. This increased activity has accompanied the growing 
interest of Americans in the economic development of foreign coun- 
tries and the relaxation of the ban against trading securities of many 
former enemy countries. In view of the current interest in foreign 
securities the following analysis consisting of (1) American trading 
in foreign shares, and (2) American trading in foreign bonds is pre- 
sented. 


AMERICAN TRADING IN FOREIGN SHARES 


American trading in foreign shares occurs on several American se- 
curity exchanges and on the over-the-counter market.’ Such trading 
that occurs is in actual foreign shares, American depositary receipts, 
or American share certificates. The actual form of the foreign trading 
instrument varies depending upon the specific foreign country in- 
volved, the type of market on which the security issue is traded, and 
similar factors. 

Canadian shares in most cases are traded on the American ex- 
changes and on the over-the-counter security market in the form of 
actual shares. This is possible because of the similarity of monies, 
stock and bond transfer techniques, and economic systems, as well as 
the simple exchange relations. Canadian shares traded on the New 
York Stock Exchange are traded in the same manner as though they 
were shares of United States companies. Canadian companies whose 
shares are so listed maintain registrars and transfer agents in the 
Borough of Manhattan just as do American companies. Dividends on 
shares of Canadian companies listed on the New York Stock Ex- 


* This paper has benefited from excellent suggestions made by John C. Clendenin. 


1. See J. H. Ording, Listing Requirements of the New York Stock Exchange and 
Registration Requirements of the Securities and Exchange Commission with Particular 
Regard to Foreign Securities (New York: New York Stock Exchange, no date), 4 pp., 
for a statement of New York Stock Exchange listing procedure for foreign shares. For 
listing requirements for foreign shares on the New York Curb Exchange, see Listing of 
Foreign Shares in the United States (New York: New York Curb Exchange, September, 
1947), 8 pp. 
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change are usually declared in Canadian funds. A Canadian withhold- 
ing tax is deducted from dividend payments made to non-residents of 
Canada.* Canadian Pacific Railway Company, Hiram Walker-Good- 
erham & Worts Limited, and Dome Mines, Limited, are examples of 
companies whose shares are listed on the New York Stock Exchange 
and whose dividends are payable in Canadian funds.* 

Some companies, however, such as International Nickel of Canada, 
Limited, have their shares listed on the New York Stock Exchange 
and pay their dividends in United States funds. 

There are many Canadian company stocks listed on the New York 
Curb Exchange.* These companies usually declare and pay dividends 
on shares in terms of Canadian funds. However, Detroit International 
Bridge—Loblaw Groceterias, Inc., is an example of a Canadian com- 
pany whose shares are traded on the New York Curb Exchange and 
which pays dividends in United States funds. 

A few Canadian issues are also traded on other American security 
exchanges such as San Francisco, Boston, and Philadelphia. 

A large number of Canadian shares are traded on the over-the- 
counter market. Dividends on such stocks when paid to residents of 
the United States are usually paid in Canadian funds. The Placer De- 
velopment, Limited, is an example of such a company. It has almost 
800,000 shares of stock outstanding and is listed on the Montreal, 
London, England, and Sidney, Australia, stock exchanges. Its shares 
are actively traded over-the-counter in the United States. But here 
again some Canadian companies whose shares are traded over-the- 
counter in the United States pay their dividends in United States 
funds. This is done by the Detroit and Canada Tunnel Corporation, 
a Canadian company. 

Thus dividend checks of listed or over-the-counter Canadian stocks 
received by American shareholders may be payable in Canadian or in 
United States dollars depending upon company practice. If an Ameri- 
can owns ten shares of Hiram Walker-Gooderham & Worts Limited 
and a $0.75 (Canadian) per share dividend is declared by the Ca- 
nadian company, the owner will receive $6.38 in Canadian money 
($7.50 Canadian dollars less a 15 per cent Canadian dividend tax). 
Since the investor is purchasing Canadian stocks in terms of Canadian 


2. This tax amounted to 5 per cent on dividends paid December 15, 1939, to March 15, 
1941, and 15 per cent thereafter. 


3. At the end of 1950, 48.29 per cent of the ordinary shares of the Canadian Pacific 
Railway Company were held by residents of the United States. 


4. There were seventy stock issues of Canadian companies dealt in on the Curb as of 
September 4, 1951. 








408 The Journal of Finance 


dollars, his computation of the Canadian dollar dividend on the basis 
of his total investment in terms of Canadian dollars will give him the 
same yield as if he had adjusted both his investment and his dividend 
returns from Canadian to American dollars. 

The 15 per cent Canadian tax is withheld in Canada, but American 
owners must report on their income tax returns the entire declared 
dividend less the discount rate current at the time of receipt. The 
Treasury Department allows a credit computed on Form 1116 for 
the withheld tax; this can be subtracted from the American holder’s 
net income tax. The amount of the credit depends upon the relation 
of the total amount of income received from Canadian sources to that 
from other sources. For investors having only a small proportion of 
their income coming from Canada, the full 15 per cent tax is usually 
deductible from the American tax payment. 

The typical procedure for Canadian companies is to pay dividends 
in Canadian funds. This may be modified. For example, Hudson Bay 
Mining and Smelting Company, Limited, declares its dividends in 
Canadian funds, but arranges, if the shareholder desires, to pay such 
dividends through the Wall Street office of the Bank of Montreal in 
United States funds: the amount of the dividend in Canadian funds 
is converted to United States dollars at the Bank of Montreal’s buying 
rate. Some companies, however, pay part of their dividends in Ameri- 
can dollars and part in Canadian dollars. Aluminum Limited followed 
this practice in 1950 when it paid $1.95 (American) and $1.50 (Ca- 
nadian). Still other Canadian companies, for example, International 
Nickel Company of Canada, Ltd., and Granby Consolidated Mining, 
Smelting & Power Co., Ltd., pay their entire dividend in United States 
dollars. Regardless of the procedure followed, the Canadian govern- 
ment withholds 15 per cent on all dividends paid to non-residents of 
Canada. 

The investor in purchasing shares of some companies such as Inter- 
national Nickel will expect to receive his future dividends in Ameri- 
can dollars in accord with the company’s past procedure. If he pur- 
chases shares in Hiram Walker, he expects his dividends to be pay- 
able in Canadian funds. In some companies which have a vacillating 
policy of paying their dividends some years in Canadian funds and 
other years in American dollars, he will not know in advance the cur- 
rency in which his future dividend payments will be made. 

The author knows of no instance in which a Canadian company 
declares a dividend in Canadian funds but pays American holders 
equal dollar amounts in United States funds. Such a practice would 
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be discriminatory in that Canadian holders would not be treated 
fairly as compared with American holders. 

Canadian exchange restrictions tend to separate security trading 
in Canada from that in the United States even though some corpo- 
rate stock issues are actively traded both on Canadian and American 
markets. Canadians are not permitted to purchase American-owned 
securities without specific permission from the Foreign Exchange 
Control Board. 

Capital movements proceed unrestricted in only one direction— 
from the United States to Canada. An American can purchase in 
Canada securities owned by Canadians. At the time when he pays 
for his Canadian purchases in American dollars he may register his 
securities with the Board on Form 106. Under this privilege the pur- 
chaser may subsequently sell his registered securities in Canada and 
withdraw the sales proceeds in American dollars. 

Where an American owns Canadian securities purchased when the 
Canadian government maintained an official exchange rate but bought 
at a discount from that rate, the situation is often quite different. In 
order to obtain American dollars, he must sell such issues to other 
Americans interested in purchasing them since without Form 106 he 
cannot sell them in Canada and convert the payment into American 
dollars. Therefore, these security issues ordinarily sell at a discount 
from the market rate of exchange between the Canadian and the 
American dollars; the discount serves to compensate the new Ameri- 
can purchaser for holding securities which cannot be sold in Canada 
with a foreign exchange conversion privilege. Thus, there are often 
two prices in the United States for Canadian security issues—one 
price representing the Canadian dollar price less the current Canadian 
dollar exchange discount which entitles the purchaser to obtain Form 
106 with his purchase, a second and lower American dollar price for 
shares for which the purchaser cannot obtain Form 106. 

Some Canadian shares have a very broad and active market within 
the United States on either an exchange or over-the-counter. These 
shares are bought by Americans from Americans knowing that if they 
desire to sell they can find an American buyer with ease. The pur- 
chaser buys such shares at American dollar prices that are usually 
very close to the Canadian dollar prices less the market rate of dis- 
count on the Canadian dollar. This is true in spite of the fact that 
the purchase cannot qualify for Form 106. An example of such an 
issue is Canadian Pacific Railway traded on the New York Stock 
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Exchange. On August 24, 1951, the following closing prices for this 
issue prevailed: 


CANADIAN Paciric RAILWAY 


Canadian dollar price on Toronto Stock Exchange... amernet ae 
United States dollar price on New York Stock Exchange ‘ 28.75 
United States price adjusted for current exchange rate ........... 30.42 


Even in this case, after adjusting for the exchange difference, the 
American price is at a discount from the Canadian price. This situ- 
ation, as explained above, results from the fact that the American 
owner cannot sell his securities in Canada and convert the Canadian 
dollars into United States dollars at the official market rate of ex- 
change. Arbitrage cannot take place since Canadians cannot purchase 
Canadian Pacific Railway shares in New York, and Americans cannot 
sell Canadian Pacific in Canada for the higher price since they do not 
have Form 106 permitting them to take the proceeds out of Canada 
in the form of American dollars. If an American purchases Canadian 
Pacific in Toronto in the first instance, he will be able to sell his shares 
and withdraw payment in American dollars, but he will have paid a 
higher price for the shares to begin with. 

Arbitrage would be possible if the price for Canadian Pacific shares 
in New York rose to a level which exceeded the Canadian price ad- 
justed for the discount. Then American traders would be in a position 
to purchase such shares in Canada and sell them in New York at a 
profit. Such a situation, however, is a remote possibility. The Ca- 
nadian price adjusted for the exchange differential represents for 
practical purposes the ceiling price at any one time. Since Canadian 
shares sell in New York at additional discounts below official exchange 
rate differentials, arbitrage trading does not take place. 


TRADING IN FoREIGN SHARES OTHER THAN CANADIAN 


American trading in foreign shares other than Canadian is handled 
in various ways. When such shares are traded on the two New York 
exchanges, they are traded in the form of American depositary re- 
ceipts or in the form of American share certificates.° An American 
depositary receipt is a certificate issued by the trust department of an 
American bank and secured by the deposit of the actual foreign shares 
with the foreign branch of the bank or with the foreign correspondent 
of the bank. American depositary receipts were developed jointly by 
the New York Curb Exchange and the Guaranty Trust Company of 


5. There is one exception. This is the ordinary stock of Colon Development Company, 
Ltd. (an English corporation), in which dealings are in the actual certificates which are 
in the same form that American corporations use. 
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New York. Since their development, other New York banks have also 
issued such receipts. 

The American depositary receipt was developed to eliminate the 
difficulties involved in the buying and selling of foreign securities by 
Americans. The difficulties were mainly in the transportation cost in- 
volved in the shipment of certificates to foreign countries, in the risk 
of loss involved in such transfers, in the risk of purchasing a counter- 
feit certificate, and in the difficulty of obtaining adequate financial 
information concerning the foreign corporations due to the foreign 
practice of holding securities in the form of a bearer certificate or 
in the form of a nominee certificate.® 

An American depositary receipt is printed in English eliminating 
the confusion arising from shares printed in a foreign language. Divi- 
dends on the foreign shares are collected by the bank issuing the re- 
ceipts and converted to United States funds; these are forwarded to 
the registered holder of the depositary receipt, although the bank de- 
ducts a handling charge for collecting the dividend and for converting 
it into dollars. When an American holder sells a depositary receipt, 
he handles the transaction through his broker just as if the sale were 
actual American shares. The broker forwards the depositary receipts 
to the bank that issued them for transfer to the buyer, so that the pro- 
cedure is the same as for shares of American companies. 

American share certificates are very similar to American depositary 
receipts. Such certificates neither have the holder’s rights nor the de- 
scription of the issue printed on the certificate as do the American 
depositary receipts. Instead the description of the issue and the rights 
of the holder are deposited with the bank which issues such certifi- 
cates. In all other respects the certificates are the same as the deposi- 
tary receipts. Both American depositary receipts and American share 
certificates represent a modified form of the British nominee system. 

There are twenty-one foreign stock issues of twenty different for- 
eign companies listed and traded on the New York Stock Exchange 
in the form of American depositary receipts or American share certifi- 


6. Under the British nominee arrangement, securities are kept in the name of a re- 
sponsible individual or firm located in the financial district of London. This nominee 
may continue for several years as the registered holder of certain securities even though 
owners have changed several times. The nominee receives the dividends, annual reports, 
and similar information usually sent to stockholders. In the United Kingdom when a 
stock certificate is transferred it requires the signature of the buyer as well as the seller. 

Under the nominee arrangement certificates are put out in specific denominations which 
are endorsed in blank by the nominee. The nominee’s signature is guaranteed by a mem- 
ber of the London Stock Exchange. Such certificates then pass from hand to hand as they 
are purchased and sold, the certificates remaining in the name of the nominee. The holder 
of a nominee’s certificate files a claim with the nominee for the dividend when it is de- 
clared. The nominee then pays the dividend to the certificate holder but deducts a charge 
for handling the transaction. 
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cates.” There are thirty-four foreign stock issues of twenty-four for- 
eign companies listed and traded on the New York Curb Exchange 
in the form of American depositary receipts or American share cer- 
tificates. The New York Curb Exchange is the American security ex- 
change on which most international shares are traded. The O’Okiep 
Copper Company, Ltd., of the Union of South Africa is an example 
of a foreign company whose shares are traded in the form of Ameri- 
can share certificates on the New York Curb.*® F. W. Woolworth and 
Company, Ltd., is an example of a company whose shares are traded 
on the New York Curb Exchange in the form of American depositary 
receipts.® 

American trading in foreign securities on the over-the-counter mar- 
ket is handled in various ways. In some cases the actual foreign shares 
are traded. The American buyer receives a certificate for the actual 
shares; and if the company is located in a country where a foreign 
language is used, the certificate will be printed in that language. When 
the shares are sold, they are forwarded to the transfer agent in the 
foreign country. In some cases the foreign company issues shares 
printed in two languages, the foreign language and English. This is 
usually the case when many stockholders of the company are located 
in the United States. Often, too, in such cases the company maintains 
a United States transfer agent to expedite the transfer of securities. 
Taca Airways of South America, incorporated in Panama, has its 
stock certificates printed in two languages, Spanish and English. It 
maintains a transfer agent in New York. This company’s common 
stock is one of the most actively traded over-the-counter foreign 
issues.'° Although no dividends have been declared on this stock, if 
any were declared they would probably be in American funds. 


7. As of September 1, 1947. For an explanation of British security laws as compared 
to American security laws, see Roy A. Foulke, Security Exchanges in World Finance 
(New York: Dun and Bradstreet, Inc., 1947), pp. 27-44. 


8. O’Okiep Copper Company, Ltd., Listing Application Number 1428 of the New York 
Curb Exchange (New York: New York Curb Exchange, 1946), 32 pp. 


9. In Provisional Requirements for Listing Foreign Shares (New York: New York 
Curb Exchange, 1946), p. 1, the following statement appears: “Normally, listings of 
shares of foreign companies will be in the form of ‘American Shares’ or ‘American De- 
positary Receipts’ of an acceptable American bank or trust company, representing the 
deposit of an equivalent amount of underlying foreign shares.” It should be pointed out 
that the registration procedure and the requirements of the Securities and Exchange 
Commission under the Securities Exchange Act of 1934 are simpler for foreign issuers 
than for domestic issuers. 


10. Cf. the Prospectus of Taca Airways, S.A., issued May 1, 1946, when a public 
offering of five hundred thousand shares of Taca Airways, S.A., was held. The princi- 
pal underwriter was Hallgarten and Company, New York. The prospectus covers 65 
pages and includes the routes, history, capitalization, and similar facts concerning this 
holding company and airline operator. 
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Some foreign shares traded over-the-counter are in the form of 
American depositary receipts or American share certificates. Gaumon- 
British Picture Corporation, Limited, has its ordinary and its class 
“A” shares traded in the United States in the form of American de- 
positary receipts. 

There are several well-known companies incorporated in the United 
States which do business in foreign countries. Some of these shares 
are traded on the New York Stock Exchange; some are traded on the 
Curb or other American exchanges, and some are traded over-the- 
counter. Since these are ordinary United States corporations, no un- 
usual technical features with reference to certificates or dividends 
arise between them and their United States stockholders. Interna- 
tional Telephone and Telegraph Company is an example of a com- 
pany incorporated in the United States but doing business in foreign 
lands. The company’s stock is listed and traded on the New York 
Stock Exchange. 

Patino Mines and Enterprises Consolidated, Inc., is an example of 
another company whose shares are traded on the New York Stock 
Exchange. This company was incorporated in Delaware in 1924. It is 
the world’s largest tin producer with its property holdings concen- 
trated in Bolivia. Although inorporated in this country, it maintains 
both American shares and foreign shares. The foreign shares serve 
South Americans in the same way that American depositary receipts 
of foreign companies serve Americans. 

Certificates for foreign shares are not interchangeable with certificates for 
American shares; but the holders of certificates for foreign shares may, upon sur- 
rendering the same to the transfer agent in Santiago, Chile, for cancellation, require 
the transfer agent to transmit to the secretary of the corporation in New York, 
notice of such cancellation and to deliver to the holder an order addressed to the 
secretary of the corporation for the issuance of certificates for a like number of 
American shares . . . the secretary instructs the transfer agent of the corporation 
in New York to issue to the holder certificates representing in the same number 


of American shares, as aforesaid. In like manner, certificates representing Amer- 
ican shares may be surrendered. . . .11 


Thus shares in many companies with foreign enterprises are incor- 
porated in the United States, and their shares are traded in the same 
manner as shares are traded in other American companies. 


11. “Patino Mines & Enterprises Consolidated, Incorporated,” Moody’s Manual of 
Investments, American and Foreign Industrial Securities (New York: Moody’s Investors 
Service, 1951), p. 1618. 

American shares are traded on the New York Stock Exchange, and dividends on such 
shares are payable in dollars. The shares are transferred in New York in accordance with 
the rules of the New York Stock Exchange. The American shares are also traded on the 
London and Santiago, Chile, stock exchanges. 
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Shares in United States companies are also traded on foreign se- 
curity markets. Purchases and sales of American securities, for ex- 
ample, General Motors Corporation common stock, can be made 
between residents of Canada without a permit from the Foreign Ex- 
change Board. A Canadian resident owning an American security is 
permitted to sell this security for American dollars and then use the 
proceeds to purchase another American security issue providing the 
amount of the purchase does not exceed the amount of the sale. How- 
ever, prior approval of the Foreign Exchange Control Board must 
first be obtained. 

In the United Kingdom trading in United States securities is lim- 
ited to the existing holdings in the hands of the British people. A 
Britisher can buy one hundred shares of General Motors Corporation 
common stock from another Britisher without any difficulty since 
this stock is held by Britishers and is traded on the London Stock 
Exchange. American securities may be freely bought and sold in 
London for sterling. 

If a Britisher wishes to purchase an American security not held in 
London or not available, he must first purchase through his broker 
another American security held by another Britisher which may then 
be sold in New York, the proceeds being used to purchase the desired 
security in New York. Such a “switch” transaction has to be formally 
approved by the Bank of England. 

An American can purchase American securities in London but 
would have to pay a premium over the sterling equivalent to the 
American dollar price. This premium is currently slightly less than 
20 per cent. Thus an American would find it disadvantageous to pur- 
chase American securities in London because he would be paying a 
higher dollar price for them than that at which they are available in 
New York. 

In Amsterdam the Dutch are permitted to trade American securi- 
ties with each other but such trades are permitted only with the ap- 
proval of the Netherlands government. The sale of Dutch-owned 
American securities in New York takes place under rigid control of 
the Netherlands government. The proceeds are paid in guilders by 
the Netherlands government to the Dutch seller. Part of such pro- 


ceeds, however, must be invested in domestic securities or remain 
blocked. 


AMERICAN TRADING IN FoREIGN Bonps 


American trading in foreign bonds is conducted on American se- 
curity exchanges and on the over-the-counter market in the United 
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States. A check of the volume of foreign bond trading compared to 
foreign stock trading on the over-the-counter market indicated that 
bond trading is nine times as large as stock volume.’* The volume 
of trading in foreign securities is not separated from the volume of 
trading in domestic securities on the New York exchanges. As a result, 
no figures are available on the exchange volume in foreign issues.** 

Foreign trading in the dollar bonds of Germany, Austria, Bulgaria, 
Hungary, and Romania is banned until the signing of peace treaties. 
Trading in Japanese bonds was restored prior to the signing of a 
peace treaty. Japan’s Ministry of Finance filed a registration state- 
ment covering two Imperial bond issues, three municipal bond issues, 
and ten corporate bond issues, each of which the present government 
has assumed. The United States Securities and Exchange Commission 
approved the registration statement and the resumption of trading 
probably on the theory that at the time of such approval the plan of a 
peace treaty had been agreed upon in substance by representatives 
of the two governments. Such resumption of trading requires negoti- 
ations between the two New York exchanges, the Securities and Ex- 
change Commission and other federal as well as foreign government 
agencies. 

Bonds of Australia, Belgium, Brazil, Chile, Columbia, Denmark, 
Norway, Peru, Poland, Uruguay, either the state or its subdivision, 
are the most active foreign issues traded on the New York Stock Ex- 
change. Bonds of Australia, Brazil, Chile, Columbia, Denmark, and 
Russia are traded on the Curb Exchange.'* These bonds often repre- 
sent states of the countries named or semipublic corporations such as 
mortgage banks. The Russian bonds are the $25,000,000 5.5’s of 1921 
and the $50,000,000 6.5’s of 1919 issued by the Imperial Russian 
government. The bonds were repudiated by the Soviets.’® 

Besides these political bonds traded on the New York exchanges, 
there are various private foreign bonds. Some private foreign bonds 


12. Irwin Friend, Activity on Over-the-Counter Markets (Philadelphia: University of 
Pennsylvania Press, 1951), p. 25. 


13. This same situation is also present in connection with the trading of American 
securities on most foreign exchanges. An exception is the Amsterdam Stock Exchange 
where the Netherlands government maintains accurate statistical data on American share 
certificate volume in connection with its liquidation program of such American securities. 


14. There are no foreign bonds dealt with on either of the New York stock exchanges 
which are not stated in American dollars although the listing requirements of the two 
exchanges do not prevent such bonds from being listed. 


15. The Russian bonds mentioned above are traded on the Curb on an unlisted basis 
under provisions 12 (f) (1) of the Securities Exchange Act of 1934, which permits trading 
to continue (where requested by the exchange and approved by the Commission) for 
issues traded on such exchange prior to March 1, 1934. 
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traded on the New York Stock Exchange are the Canadian Pacific 
Railway bonds, the Canadian National Railway bonds, and the Cuba 
Railroad bonds. Almost all the private foreign corporate bonds are 
traded on the New York Stock Exchange rather than on the New 
York Curb Exchange. The commission rates for these foreign bonds 
are those established by the respective exchange on which the se- 
curity issue is listed. 

Over $4,000,000,000 of foreign government and foreign corporate 
dollar bonds (excluding Canadian) are outstanding in the United 
States.’® Canadian issues total an additional $1,400,000,000. These 
foreign dollar bonds were issued by foreign governments for foreign 
companies with the interest and the principal payable in terms of 
United States dollars. Of about four hundred fifty non-Canadian for- 
eign dollar bond issues, three hundred were listed on the two New 
York exchanges in 1940, and the remainder were traded on the over- 
the-counter market.’* Actually much of the trading in the foreign 
dollar bonds listed on the New York exchanges was and is handled 
on the over-the-counter market. 

All bonds listed on the New York exchanges by foreign bodies are 
dollar bonds, and there must be present in the United States an agent 
of the foreign governmental or corporate issuer on whom claims can 
be made. Registered foreign dollar bonds are transferred at a desig- 
nated transfer agent in New York. Bearer foreign bonds are handled 
in the same manner as American bearer bonds when sold on the ex- 
changes or on the over-the-counter market. 

Trading in Canadian bonds denominated in United States dollars 
is handled the same as trading in United States government bonds. 
Such Canadian government bonds are listed on the New York Stock 
Exchange although most trading in them is probably handled on the 
over-the-counter market. Trading in Canadian internal bonds is han- 
dled on the Toronto Stock Exchange, the Montreal Stock Exchange, 
or on the over-the-counter market in New York. Interest payments 
on internal Canadian bonds (domestic government or publicly issued 
corporate securities) due holders in the United States are made in 
Canadian dollars but are freely convertible into United States dollars. 

For example, if an American owned a $1,000 Dominion of Canada 
3 per cent coupon bond maturing November 1, 1956 (interest and 
principal payable in Canadian dollars), he would clip from the bond 
on November 1, 1951, a $15.00 coupon and present it to his local bank 

16. John C. Loeser, The Over-the-Counter Securities Market (New York: National 
Quotation Bureau, Inc., 1950), p. 182. 

17. Ibid., pp. 180 ff. 
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for collection. The bank would forward it to its Canadian bank corre- 
spondent and receive fifteen Canadian dollars which it would then be 
permitted to sell for American dollars less the current rate of dis- 
count of 5.5 per cent. The equivalent American dollars ($14.17) 
would then be credited to the American owner’s account. If the bond 
were a Canadian internal corporate bond, the Canadian correspond- 
ent bank acting for the Canadian government would deduct the 15 
per cent income tax from the interest proceeds. The American owner, 
however, can obtain a credit for this against his income tax payable 
in the United States. 


FOREIGN SECURITIES AND THE SECURITIES ACTS 


All of the Federal Securities Acts in the United States generally 
apply to foreign issuers and securities in the same way as these acts 
apply to American securities. There is one principal exception. Do- 
mestic governmental units do not need to register under the acts. 
Foreign governmental units, however, are required to register under 
Schedule B of the Securities Act of 1933. 

A bond issue of a foreign political organization to be sold in the 
United States must be completely described giving the currency the 
bond is payable in, past failures to pay interest or principal, internal 
and external floating debt of the country or subdivision, various 
balance of payments’ data, a copy of the rights of bondholders in 
event of default, purpose for which proceeds from bond issue are to 
be used, and similar information. 

A private company selling a security issue (bond or stock) in the 
United States must register its issue with the Securities and Exchange 
Commission, describe its organization, operations, and history, list 
the property owned by the company, supply data in the form of bal- 
ance sheets and profit and loss statements, state selling price and simi- 
lar information—all required for domestic corporations. 

Thus a registration statement must be filed when a foreign govern- 
ment, a foreign corporation, or a principal holder of foreign securities 
makes a public offering in the United States."® 

In order for foreign bonds or stocks to be traded on an American 
exchange, the issues must first be registered with the Securities and 
Exchange Commission. In addition, the issuers must satisfy the re- 
quirements of the exchange on which they are to be listed. Exchange 
requirements are the same for foreign as for domestic issuers. 

18. See Securities and Exchange Commission Form 18 (Philadelphia: Securities and 
Exchange Commission, September 5, 1935), 3 pp., and Securities and Exchange Com- 


mission Form 21 (Philadelphia: Securities and Exchange Commission, September 26, 
1935), 8 pp. 
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Many foreign security issues, especially Canadian, are traded on 
the over-the-counter market. In the past it has been generally be- 
lieved in the brokerage profession that where an individual enters 
the brokerage house and orders a foreign security, for example, a 
Canadian gold mining common stock, the broker is exempt from the 
Securities Acts under Section 4 (2) of the Securities Act of 1933 
which exempts “Brokers’ transactions, executed upon customers’ 
orders on any exchange or in the open or counter market, but not the 
solicitation of such orders.” 

Recent administrative interpretations of this provision now require 
a broker to evidence good faith in the execution of orders to purchase 
on unsolicited orders.’® This means that regardless of whether the 
issue is American or foreign the broker must check to see if a period 
of one year has passed subsequent to any new offering of the issue 
concerned. Since many foreign stocks (for example, Canadian mining 
stocks) cannot qualify in this regard, orders for their purchase can 
no longer be handled by American brokers. 


CoNCLUSION 


The resumption of prewar trade and financial relations with many 
foreign countries in the world is leading to an increased American 
interest in foreign security issues. Trading in foreign issues is likely 
to expand over future years rather than diminish. For this reason it is 
desirable for Americans to have a broader understanding of the facts 
and the techniques in this little-known area of American finance. 


19. The basis for the foregoing statement is personal correspondence with the Securi- 
ties and Exchange Commission. 








THE FINANCIAL POLICIES OF CHURCHES 
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INTRODUCTION 


THE EFFECTIVENESS OF ANY ORGANIZATION is dependent at least in 
part on the soundness of its financial administration. Churches are no 
exception. During the depression of the early thirties, many churches 
defaulted on their financial obligations. Difficulties for the churches 
and skepticism among financial groups were engendered by these em- 
barrassments. 

Since 1945, the churches of America have spent hundreds of mil- 
lions of dollars for expansion purposes and have borrowed part of the 
funds for these programs. Churches of one denomination alone in- 
vested $50,000,000 in 1947, $60,000,000 in 1948, and $90,000,000 in 
1949.’ The perplexing question of just how much of the expansion 
should be financed by loans remains unanswered. For a church to 
refuse to make any investment except on a strictly cash basis or for a 
financial firm to decline to make any loans to churches is begging the 
question. Where, then, do we draw the line? Will churches find them- 
selves in financial difficulties again because they have incurred too 
much indebtedness? An attempt to answer these and related questions 
is the purpose of this study. 


CuurcH Dests, INCOMES AND PROPERTY VALUES, 1926-50 


1. 1926—40.—According to a federal census taken in 1926, 202,930 
churches reported property values at $3,839,500,610. Of this number 
44,172 showed an indebtedness on property totaling $432,459,158.” 
This was an average ratio of debt to property value of 11 per cent. 
A dozen denominations accounted for 79 per cent of all debts with the 
ratio of debt to property value ranging from 3 to 22 per cent.® A 1936 
federal census showed total church property of $3,411,875,467 with 
an indebtedness of $509,627,453, or about 14 per cent.* 

1. William A. Harrell, secretary, Department of Church Architecture, Sunday School 
Board of the Southern Baptist Convention. Personal letter. 


2. Religious Bodies: 1926. Summary and Detailed Tables (1930 ed.; Washington: 
Government Printing Office, 1930), Vol. I, pp. 92-96. 


3. Ibid., p. 22. 4. Ibid. (1941 ed.), Vol. I, pp. 98-103. 
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In view of these low ratios of debt to value, it is surprising that 
many churches were in financial difficulties during the depression 
years of the thirties. However, the over-all ratios do not give an accu- 
rate picture of the situation for the individual churches. Only 20.9 per 
cent of all churches reporting in 1926 had any debt on their property.® 
This fact alone would indicate that the ratio of debt to property value 
for individual churches was much higher. 

Large debts, associated with falling incomes, resulted in acute 
financial distress for many churches during the depression. The total 
income of fifteen Protestant religious bodies was approximately $459,- 
000,000 in 1927, declined to $256,000,000 in 1934, and recovered 
only to $300,000,000 in 1940.°® 

A study of 900 churches has revealed the financial stress resulting 
from income declines of this magnitude. One church lost 80 per cent of 
its property valued at $750,000, while another lost all of its property 
which had a total valuation of $500,000. “I know churches that have 
been badly caught. One of the most beautiful churches on the outside 
that I have ever seen is the. . . . It with the parsonage is almost a block 
long on the main street but that church almost failed financially be- 
cause the pledges that had been made, when the depression of the 
thirties came, could not be paid immediately.”” 

A leading certified public accountant who has audited the books of 
many churches in distress gave this testimony in 1949: “In modern 
church finance, the last generation, probably more than any other in 
church history, witnessed the burden of church debts, many of them 
unwisely contracted for expansion of plants.’* An investment com- 
pany which had placed more than $100,000,000 of church mortgages 
stated: “We are gratified that by and large this type of security stood 
up very well. The great majority of loans carried through in strict 
accordance with promises to pay. On the other hand, we faced prob- 
lems with respect to some church loans that reflected unfavorably 
upon the organizations involved.” 

2. 1941-50.—Attempts to secure comprehensive financial informa- 
tion on churches on a nation-wide basis have been unsuccessful due to 


5. Ibid., pp. 22-23. 


6. “Gifts to Protestant Religious Bodies,” Yearbook of American Churches, 1949 
Edition (Lebanon: Sowers Publishing Company, 1949), p. 161. 


7. Harry S. Myers, secretary, United Stewardship Council of the Churches of Christ 
in the United States and Canada. Personal letter. 


8. Robert Cashman, The Finances of a Church (New York: Harper & Bros., 1949), 
p. 116. 


9. Cashman, op. cit., p. 120. 
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the lack of any central records of such data.’® Only fragmentary in- 
formation could be obtained. The total income of the fifteen largest 
Protestant religious bodies was $459,000,000 in 1945 and $971,000,- 
ooo in 1949."* With regard to church indebtedness, one official stated 
that the total debt of the churches of his denomination was only 6 per 
cent of property value, while for a second denomination, the indebted- 
ness was 10 per cent of property value.’? In April, 1950, an official 
of the Southern Baptists estimated the ratio of their debt to property 
value at 11 per cent.’* 

These ratios are currently low. However, the experience of the 
inter-war period suggests that individual churches may be incurring 
heavy obligations. Analysis of debt policies of church groups provides 
a background for detailed analysis of recent trends in financial prac- 
tices of one segment of the total church population. 


DENOMINATIONAL POLICIES WITH RESPECT 
TO INDIVIDUAL CHURCH DEBTS 


What attitudes have different denominations adopted toward indi- 
vidual church debts incurred for expansion purposes? Do the denomi- 
nations exercise any control over the total amount of debt which their 
individual churches may incur for expansion? Inquiries were ad- 
dressed to the twelve denominations which were among those report- 
ing the largest memberships in 1949 and to the United Stewardship 
Council of the Churches of Christ. This section is based on informa- 
tion received in response to this survey.** 


10. J. J. Collins, vice-president, Central Hanover Bank & Trust Company. Personal 
letter. T. W. Englert, Business Information Division, Dun & Bradstreet, Inc. Personal 
letter. 


11. Yearbook of American Churches, 1949 Edition, p. 161. United Stewardship Coun- 
cil, Statistics of Giving (December 1, 1949), compiled by Harry S. Myers, secretary. 


12. Cashman, op. cit., p. 120. 
13. Statement by William A. Harrell. Personal interview. 


14. Except where noted, all statements in this section are based on information con- 
tained in personal letters from the following: J. L. Wirthlin, presiding bishopric and 
M. S. Shields, member, Church of Jesus Christ of Latter-Day Saints; W. D. Kilpatrick, 
manager, Committee on Publication, First Church of Christ, Scientist; S. Bernstein, 
administrator, Orthodox Jewish Congregations of America; O. C. J. Hoffman, director, 
Public Relations, Lutheran Church—Missouri Synod; J. C. Hazen, secretary, Northern 
Baptist Convention; E. D. Scott, clerk and treasurer, Presbyterian Church in the United 
States; J. E. Whitney, assistant treasurer, National Council, and Constitution and 
Canons 1949, Protestant Episcopal Church; J. O. Williams, secretary, Education and 
Promotion, Southern Baptist Convention; and R. H. Gerherding, executive secretary, 
Board of American Missions, United Lutheran Church in America. The Roman Catholic 
Church directed us to a further source for data but to date no answer has been received. 
No answer was received from either the National Baptist Convention, U.S.A., or from 
the Methodist church. 
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1. Denominational policies with respect to church expansion.— 
Five denominations leave this matter entirely with the individual 
churches. In fact, “Hardly any of the denominations have exercised 
direct authority or have tried to over-rule the desire of a local 
church.’”® Four denominations have definite programs for financial 
aid to mission projects. The United Lutheran church will sometimes 
provide financial aid for older congregations in securing equipment or 
additions. The presiding bishopric of the Church of Jesus Christ of 
Latter-Day Saints in co-operation with the individual church deter- 
mines just what sort of building should be erected. Advice to individ- 
ual Episcopal church parishes with regard to details of expansion may 
come from the dioceses to which they belong, but not from the Na- 
tional Council, unless requested. The Presbyterian church has had 
emergency funds to aid small and financially weak churches near war 
camps or “mushrooming” industrial plants. 

2. General policies used to determine the size of the individual 
church expansion.—In general, the size of the project is usually in- 
fluenced by the need, but constrained by the amount of money that 
can be secured in the form of cash, pledges, and/or loans. For estab- 
lished churches in six denominations the size of the expansion is usual- 
ly left entirely with the individual church. An Episcopal church parish 
must convince the bishop and standing committee of the diocese of 
the soundness of the project if borrowing on a mortgage is required. 
The presiding bishopric of the Latter-Day Saints church must ap- 
prove the size of the local building before any plans can be carried out 
by the local unit. The United Lutheran church will not approve an in- 
debtedness that exceeds $100 per communing member. 

3. General Methods Used in Financing Expansion——The survey 
indicated that there is no one method used by all churches in financing 
expansion. Harry S. Myers expressed this personal opinion: “These 
enterprises of building are financed in all the ways you can think. 
Money is raised, the building is completed and then it is dedicated. 
In some instances, some money is raised and the balance borrowed.”’*® 
Pledges may or may not be secured from the membership to cover part 
of the borrowed funds. Individual churches in the Church of Christ, 
Scientist, Episcopal, Presbyterian, and United Lutheran churches 
rarely use bonds. No Episcopal church parish may encumber its real 
property without the written consent of the bishop and standing com- 
mittee of the diocese. The United Lutheran church usually requires 
a congregation to have raised in cash from 25 to 35 per cent of the cost 
of the building. 


15. Meyers, op. cit. 16. Personal letter. 
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Since branch church buildings of the Church of Christ, Scientist, 
cannot be dedicated until they are debt free, some churches turn to 
the trustees under the will of Mary Baker Eddy for grants in aid. The 
presiding bishopric of the Church of Latter-Day Saints can grant aid 
up to 50 or 75 per cent of the total construction cost. Here, too, all 
debt must be paid before dedication of the building. New mission 
projects of the Lutheran church (Missouri) are financed by direct 
loans from funds of the denomination or by securing loans from 
banks or other agencies. 

4. Summary.—Only four denominations offer any advice or help 
in financing the expansion of established churches although practically 
all of them sponsor mission projects. Three of the denominations re- 
ported that they exercise some sort of control over the amount of debt 
which individual churches may incur for expansion purposes. Churches 
of the other denominations may follow individual policies. 


THE FINANCING OF INDIVIDUAL CHURCH EXPANSION, 1945-50 


In order to secure detailed information on individual churches, a 
study was made of the financial practices of the 121 churches of the 
Southern Baptist Convention in the state of Florida which reported 
memberships of over 500 for the year 1949. The size selected gives 
adequate coverage since the large city churches throughout the nation 
carried 87 per cent of the reported church debt in 1926 and go per cent 
in 1936."" 

The survey was to include the years 1926-50, but, again, consider- 
able difficulty was encountered. Even at the local level, records of such 
financing were either incomplete or church officials close to these situ- 
ations could recall insufficient data for an analysis. For these reasons, 
this report is confined to expansion policies subsequent to 1945. 

In 1949, the 121 churches, constituting 13 per cent of the total num- 
ber of Southern Baptist churches in Florida, held 51 per cent of the 
membership, 61 per cent of the income, and 58 per cent of the prop- 
erty. All of these churches were in urban centers. Forty-four or 36 per 
cent of the 121 churches answered the questionnaires. Nine churches 
stated that they had made no expansion since 1945, 5 had paid cash, 
and 30 had financed construction with the aid of borrowed funds. 

The 30 churches which borrowed a portion of their funds repre- 
sented only 34 per cent of the total number of churches, but they had 
16 per cent of the membership, 20 per cent of the income, and 24 per 
cent of the property. They represented 21 of the 36 associations and 
were scattered throughout the state. This group of churches with a 


17. Religious Bodies: 1926, pp. 22-23; Religious Bodies: 1936, pp. 26-27. 
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1949 property valuation of $7,129,250 had added $3,307,000 in addi- 
tional buildings and equipment since 1945 for which they had con- 
tracted $1,369,500 in indebtedness. Their total income for 1949 was 
$1,593,514. It is of interest to note that the property value of this 
group of churches increased in about the same proportion from 1945 
to 1949 as did that of all Southern Baptist churches in the state. The 
former increased 3.1 times, the latter 2.8 times. 

1. Ratios of debt to value——Of the property owned by the 30 
churches 46 per cent was recently acquired. The ratio of debt to the 
value of property expansion was 42 per cent (Table 1). 


TABLE 1 
EXPANSION Poricres oF THirty CHURCHES, 1945-49 


CHURCHES WITH MEMBERSHIP OF 


500 1,000 2,000 
to to and 
1,000 2,000 over 


TorTaLs (Group 1) (Group 2) (Group 3) 


= 


. Number of churches borrowing 
funds 30 14 II 


5 
Percentage 100% 46% 36% 18% 
2. Membership—1949 41,570 9,819 15,860 15,891 
Percentage 100% 239% 38% 39% 
3. Total income—1949 $1,593,514 $ 333,343 $ 708,260 $ 555,911 
Percentage 100% 20% 4470 36% 
4. Property value (after 
expansion) .. .$7,129,250 $1,525,700 $2,752,500 $2,851,050 
Percentage 100% 21% 38% 41% 
5. Value of expansion $3,307,000 $ 798,000 $1,258,000 $1,251,000 
Percentage 100% 24% 389 38% 
6. Debt on property (after 
expansion) $1,369,500 $ 229,500 $ 541,000 $ 599,000 
Percentage 100% 17% 39% 4470 
7. Ratio: debt to property value 
(after expansion) : 19% 15% 19% 21% 
8. Ratio: debt to value of 
expansion 4270 29% 437 497 
9. Interest rates 3 to 8% 4to 8% 4 to 6% 3to 5% 
10. Sources of borrowed funds: 
Banks 13* 8 4 I 
Insurance companies . 4 ° 2 2 
Private individuals 5 3 I I 
Private individuals 
and banks 2 ° I I 
Denominational boards I I ° ° 
Not designated 6 2 3 I 


* The apparent discrepancy in the total of this column of figures is due to the fact 
that one church had two expansion programs with the first amount of borrowed funds 
secured from private individuals and the second from an insurance company. 

Source: Direct correspondence. 
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The average size of debts incurred by churches in each group tended 
to increase with the size of the group, as one would expect. But what 
is less obvious, the ratio of debt to property value increased with the 
size of the group: the ratios were 19 per cent for all churches, 15 per 
cent for Group 1, 19 per cent for Group 2, and 21 per cent for Group 3. 
However, the highest burdens were assumed by individual churches 
in Group 2. The ranges of ratios for churches within each group were: 
24 to 52 per cent for all churches, 24 to 324 per cent for Group 1, 
34 to 52 per cent for Group 2, and 7 to 36 per cent for Group 3. 

There was also a tendency for the ratio of debt to 1949 income to 
increase with an increase in the size of the church. The ratios for all 
churches was 86 per cent. The range of ratios for individual churches 
within each group showed a sharp contrast: 0.7 to 317 per cent for all 
churches, 0.7 to 180 per cent for Group 1, 10 to 250 per cent for 
Group 2, and 16 to 317 per cent for Group 3. The average ratio for 
each group also increased with an increase in the size of the group: 
68 per cent for Group 1, 76 per cent for Group 2, and 107 per cent for 
Group 3. The higher burdens assumed by larger churches could be 
justified if it could be demonstrated that they possessed greater tem- 
poral stability of income. However, the data did not permit investiga- 
tion of this point. 

2. Interest rates—Consistent with the principles of business 
finance, the larger the church the lower the interest rate. The range of 
rates was 3 to 8 per cent for all churches, 4 to 8 per cent for Group 1, 
4 to 6 per cent for Group 2, and 3 to 5 per cent for Group 3. There was 
no discernible correlation between the size of the loan and the interest 
rate for individual churches within each group. For example, one 
church reported a 4 per cent rate on an $1,800 loan while another in 
the same group secured the same rate on a $65,000 loan. 

3. Sources of funds—Loans were secured from the following 
sources: 42 per cent from banks, 16 per cent from private individuals, 
13 per cent from insurance companies, 7 per cent from private individ- 
uals and banks, 3 per cent from denominational boards, and 19 per 
cent were not designated. The tendency was for the banks to lend to 
the smallest churches with 57 per cent going to churches in Group 1, 
36 per cent to Group 2 and 7 per cent to Group 3. Loans from private 
individuals followed the same general pattern. Insurance companies 
made all of their loans to the two largest groups. 

4. Types of loans——Only three churches, all in Group 3, issued 
bonds. One bond issue was sold to an insurance company, another 
went to private individuals, and the third was distributed to a group 
of private individuals and to the public. The two principal types of 
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loans used by most of the churches were promissory notes (short and 
long term) and real estate mortgages. In Group 1 there were seven 
loans on real estate plus personal indorsement, five on promissory 
notes (short and long term), and two not designated. In Group 2 
there were five loans on real estate mortgages plus personal endorse- 
ment, one on a short-term promissory note with five not designated. 
Group 3 had four real estate mortgages with only one requiring per- 
sonal indorsement while one was not designated. 

5. Uses of funds Ninety-one per cent of all funds were used for 
new construction while the remaining 9 per cent went for both new 
construction and remodeling. Funds for new construction were dis- 
tributed as follows: $2,717,000 for auditoriums and educational 
buildings, $280,000 for auditoriums, educational buildings and pas- 
toriums, and $15,000 for a pastorium. Where new construction and 
remodeling funds were combined in the reports, they were allocated 
among the following uses: $275,000 for auditoriums and educational 
buildings and $18,000 for an auditorium, educational building, and 
pastorium. 

6. Financial anlysis of expansion programs.—How much debt can 
an individual church incur without overextending itself? Many fac- 
tors must be considered before a reasonably satisfactory answer to 
this question can be reached. Five financial tests have been used in 
the analysis of individual church expansion program (Table 2). It is 
suggested that at least some of these tests should be applied to each 
church expansion program in order to determine the relative degree 
of risk which has been assumed (low, medium, or high degree of risk). 
One case is presented for illustrative purposes. 

One church signed a construction contract of $256,000. It had 
$75,000 cash in a building fund account, with pledges for an additional 
$30,000, payable in two years, at the time the construction was actual- 
ly started. Plans were made to secure additional cash during the con- 
struction period. An interest rate of 44 per cent was charged on loans 
totaling $160,000. The ratios, computed from financial data of this 
church, were as follows: 


Percentage 
1. Debt to property value (after expansion) ate ook 6 eee 
2. Debt for expansion to cost of expansion................ 62 
3. Debt to average annual income (for latest 5 years)...... 290 
4. Annual debt service (average for first 5 years) to annual 
income (average for latest 5 years) 28 
5. Debt service (for first year) to income (for latest year). 23 


During the previous five years, the membership had risen from 
2,238 to 2,439, the total income had increased from $40,000 to $72,- 
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ooo, and the annual income per member had risen from $18 to $30. 
On the basis of the standards formulated in Table 2, the degree of risk 
in this loan may be classified as medium. This classification is not to 
be regarded as final, for other factors must also be considered before a 
final judgment can be made. 

7. Additional factors to supplement the financial ratio analysis. — 
Additional economic and financial factors should be weighed by a 
church contemplating an expansion program. First, general economic 
tendencies should be considered: (1) the near-term and intermediate- 
term business outlook; (2) trends in personal and corporate income 
taxes with their probable effects on the level of disposable income of 
individuals; (3) trends in construction costs and possibilities of mate- 
rial or labor shortages; (4) possible impact of changes in interna- 
tional tensions. 


TABLE 2 


FINANCIAL STANDARDS FOR CLASSIFYING THE RELATIVE DEGREE 
or Risk In CHURCH EXPANSION PROGRAMS 


Low Medium High 
(All expressed in per cent) 

Debt to property value (after expansion)............. 15 30 45 
Debt for expansion to cost of expansion .............. 25 50 70 
Debt to average annual income (for latest 5 years) ....200 300 400 
Annual debt service (average for first 5 years) to 

annual income (average for latest 5 years) ........ 10 25 40 
Debt service (for first year) to income (for latest year) 5 20 35 


The behavior of local indices of community and church develop- 
ment must also be taken into account: (1) industrial characteristics 
of the community; (2) population trends in the area; (3) the relative 
position of the individual church and denomination compared with 
all others in the community; (4) membership trends in the individual 
church; (5) the income classes of the membership. 

The potential importance of any one of these factors is illustrated 
by the fact that while the national income of the United States de- 
clined approximately 54 per cent from its peak in 1929 to its low in 
1934, the income of all Southern Baptist churches in Florida declined 
66 per cent from its high in 1926 to its low in 1933. The income of the 
individual church which was used in the preceding analysis declined 
from a peak of $91,000 in 1924 to a low of $6,300 in 1934. 


CONCLUSIONS 


The ratio of debt to property value for an entire denomination is of 
little value in determining whether or not the individual churches 
within that denomination are incurring too much debt for expansion 
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purposes. Despite low ratios of debt to value for major segments of 
the total church population in the late 1920’s, other data indicate high 
ratios for individual churches which subsequently experienced acute 
financial distress. In the present limited survey most of the individual 
churches appear to have followed relatively sound financial practices. 

The cyclical variability of church income approximates more close- 
ly that of industrial firms than public utility firms. Heavy fixed 
charges for churches are therefore hazardous. In general, the degree 
of risk in long-term (twenty-year) loans to established churches be- 
comes a matter of concern if the ratio of debt to property value ex- 
ceeds a range of 30 to 35 per cent, the ratio of debt for expansion to 
cost of expansion exceeds a range of 40 to 60 per cent, and the ratio of 
debt service (average for first five years) to income (average for latest 
five years) exceeds a range of 15 to 25 per cent. However, these ratios 
should not be interpreted to mean that these are the absolute maxi- 
mum percentages beyond which no church should go in incurring 
debt for expansion, nor should they be interpreted to mean that any 
church loan which meets these tests is automatically a safe investment. 
Other factors were indicated for analysis before a final decision can 
be reached as to the relative safety of a church loan. 

The finding that the majority of the denominations offer no aid or 
advice to their individual churches on the problem of financing expan- 
sion is relevant in this connection. Through effective staff assistance, 
local churches may receive guidance on the basis of principles of the 
type which have been above outlined to improve their financial admin- 
istration. A church, as well as a secular enterprise, should observe 
sound financial practices. Such an approach to financing church ex- 
pansion will increase the potential contribution of churches and en- 
hance their reputations with financing institutions. 
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THE BUDGET AS A MEASURE OF THE FEDERAL 
URBAN HOUSING PROGRAMS* 


FreEp E. CAsE 
University of California at Los Angeles 


THE NATURE AND FUNCTIONS OF BUDGETS 


THE INTRODUCTION AND DEVELOPMENT of “‘Keynsian”’ economic doc- 
trine has influenced the use by the federal government of its resources 
as a balance wheel, a catalytic agent, a stimulant, a brake, and many 
other things, on the business conditions of the country. Action of this 
kind on the part of a democratic government will be more successful 
if it is understood by the people of the country. The Federal Budget 
document is the most complete statement available of what the gov- 
ernment has spent and intends to spend in order to carry out the func- 
tions which it has assumed. 

The Federal Budget is an exclusive statement of how the President 
plans to relate federal expenditures to federal income. The President 
uses the budget and apropriation process as one of his chief means of 
management and control. The Budget is a plan of action in which the 
President proposes to use the financial resources of the federal gov- 
ernment to carry out certain functions and accomplish given objec- 
tives. 

One of the more important components of this “plan of action” in 
recent years has been the federal urban housing programs. These 
programs were initiated in 1932 for the purpose of supplementing the 
unemployment and relief programs of the period, and have increased 
in scope until, in 1949, the President announced that the housing 
policy of the United States government would be “to provide a decent 
home in a suitable living environment for every American family.”” 

If subsequent Congresses continue to develop the 1949 policy, the 
Budget documents will become increasingly important as sources of 
information on the federal urban housing and community develop- 
ment activities. 

The significance of Budget documents as sources of information on 
past, present, and future government economic action has not been 


* This article has been developed from materials in my doctoral dissertation written at 
Indiana University under the direction of Dean A. M. Weimer. 


1. Budget of the United States Government for the Fiscal Year Ending June 30, 1950 
(Washington: Government Printing Office, 1949), p. M48. 
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fully appreciated because of Budget documents which have been used 
in the past essentially as books of accounts. Since 1946, each succeed- 
ing document has placed emphasis on reporting more completely on 
all of the aspects of what the government plans to do, how much such 
plans should cost, and the objectives which were to be accomplished. 
The President, in his 1950 Budget Message, announced that the Bud- 
get was a statement of the actions which the government could and 
should take to promote economic well-being both at home and abroad.’ 

The Budget document, in its capacity as a concise but complete re- 
port on government economic action, should answer these questions: 

1. What is the government planning to do? 

2. Why is the government planning to do it? 

3. How much will it cost the government to carry out this plan? 
Such reporting should be planned to keep the people fully informed on 
the expenditures of the nation’s resources for a particular program in 
order that they might intelligently accept and support, or reject and 
refuse to support, economic action which the government officials 
might plan to undertake. 

In order to retain its essentially fiscal character and to keep it to 
manageable size, the Budget document should be limited to a detailed 
reporting of the government actions in the following terms: 

1. Amounts appropriated and expended 

2. Credit commitments authorized and/or used 

3. Sources of funds, appropriated, spent, and committed 

4. Quantities and kinds of housing units and community facilities 
completed 

5. The degree to which authorized programs have been met 

6. The effects of the housing and community development program 
on the economy of the country 

In order that the document might inform fully and completely on 
all aspects of federal economic action and the relation of such action 
to the economy of the nation, and particularly the housing market, it 
should be supplemented with other reports which would permit an 
analysis of 

1. The ability of the fiscal programs to provide for activities nec- 
essary to meet the authorized housing objectives 

2. The effects of the fiscal programs upon the operations of the 
urban housing market and the location of urban housing resources 

3. The effects of the fiscal programs upon the future developments 
of events in the urban housing market 


2. Budget of the United States Government for the Fiscal Year Ending June 30, 1950 
(Washington: Government Printing Office, 1950), pp. 5-6. 
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4. Effects of the fiscal program on taxes, the public debt, and the 
level of disposable income of the public 

5. Fiscal program for urban housing and community development 
and fiscal programs for other federal activities 

Unfortunately, the current and past reports of the fiscal aspects of 
federal urban housing programs which have been contained in the 
Budget documents and other reports have consistently understated 
the full scope and impact of these programs. The major emphasis in 
Budget reporting has been placed on budget expenditures and the de- 
tails of personnel and material costs; whereas, the major impact of 
the housing programs reported in Budget documents has been in terms 
of the credit commitments which are used to support the programs. 


DEFICIENCIES OF BuDGET DocUMENTS 


Budget documents as well as other reports of federal urban hous- 
ing programs cannot be used successfully to measure the fiscal aspects 
of housing programs because: 

1. The basis on which the fiscal reports of housing programs have 
been reported have been changed several times; therefore yearly com- 
parisons of progress in the programs cannot be made. 

2. Reports on housing functions, objectives, and costs are often 
reported in summary fashion without sufficient supporting schedules 
so that housing program accomplishments and costs cannot be meas- 
ured nor assigned to proper programs. 

3. Budget documents and other reports on housing programs are 
sometimes contradictory and without sufficient information to show 
the reasons for the contradictions. A true picture of the scope of 
housing program operations cannot be developed. 

4. Housing agencies sometimes fail to keep accurate records on the 
complete costs of housing programs; therefore, costs would not be 
determined. 

5. Budget documents sometimes fail to differentiate between ex- 
penditures for operating expenses and for capital investments; as a 
result, program costs have often been overstated. 

6. Budget documents sometimes fail to reveal the full scope of the 
sources of funds used for housing programs and, as a result, housing 
actions sometimes exceed the intent of the law which created the pro- 
gram. 

7. Reports on the costs of urban housing programs are scattered 
widely among many agencies which often use different reporting 
methods such that the costs of many programs cannot be measured. 

8. Reports of the costs of urban housing programs are often pre- 
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sented in such a manner that they cannot be charged to a particular 
program. 

Budget documents reflect the fiscal aspects of federal housing 
programs by reporting the net expenditures of funds by the govern- 
ment for these programs either as costs which will not be repaid or as 
credit commitments which may or may not be repaid. 


TABLE 1 


FEepERAL CrepiIr COMMITMENTS AND BupceT EXPENDITURES FOR HovusiInc 
anp ComMuNITY DEVELOPMENT, 1933-50 


Credit Commitments* Budget Expenditures 
(In millions of dollars, (In millions of dollars, 
end of calendar year) end of calendar year) + 

1933 PRESS SERRE EERE PATRI S ag le 7 

1934 2,392 Siete 

1935 3,194 

1936 . 3,297 

1937 2,886 

1938 2,941 . ; Me cae 

1939 3,029 sees , oo+- ES4QT 

1940 -- 3007 .. enor aia ate 28 

1941 .. 2,970 ‘ ; ocean 

1942 2.506 ... , ; er . 208 

1943 2,272 : 302 

1944 1,968 : ‘? ky Oe 308 

1945 1,598 ; ; wane 193 

1946 3,483 ... ee ‘ roe 

1947 o> Se... eee ‘ bc ae 

1948 5.065 .. ‘ ; . cen 

1949 many... Satbratate s akc ko 

1950 —> eo gi nee “* 261 


* Commitments for the following agencies are included: Federal Housing Administra- 
tion, Home Owners’ Loan Corporation, Federal National Mortgage Association, Veteran’s 
Administration. 


+ Comparable figures prior to 1939 are not available. 
t Represents an excess of receipts over expenditures. 


Sources: Commitments: Housing and Home Finance Agency: Housing Statistics, 
(January, 1951); expenditures: Budget of the United States Government (for fiscal 
years 1932 through 1952). 


Government funds which pay for expenditures for federal housing 
programs must come from the citizens as taxes or loans; therefore, 
the important costs are those which add to or subtract from disposable 
income of the public. Report of budget expenditures do not show the 
effects on the public’s disposable income because they reflect inter- 
departmental fund transfers which do not affect disposable income; 
they do not include trust account operations, which do affect dispos- 
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able income held by the public; and they understate the scope of credit 
commitments, which are reported typically only as net amounts.? 

The expenditures which can be made are determined by the appro- 
priations which are provided by Congress for the various programs. 
Receipts of funds are determined by the degree to which those who 
participate in federal housing programs are required to contribute 
financially to the programs. 

A comparison of the expenditures for housing with commitments 
for housing as shown in the Budget documents from 1932 to 1950 
indicates that while expenditures have been sizable in amounts, they 
are dwarfed by the amounts of the commitments (see Table 1). This 
comparison indicates that the federal urban housing programs have 


TABLE 2 


INVESTMENT OF THE UNITED STATES GOVERNMENT IN EMERGENCY HOUSING 
AND Pustic Hovusinc, Fiscat YEAR 1951 


Program 1951* 
Es ee ee I nn ia ches $ 668,695,778 
Subsistence Homesteads and Greentowns ......... 22,093,737 
sk ere rere 1,004,004,000 
VOR TAPS THOS | os oon ssc ececcceinseses 12,160,535 


BN CIID oo vss ccoennewes pewscenaneares 152,016 


$1,707,106,066 
* Estimate. 


Source: Budget of the United States Government for the Fiscal Year Ending June 30, 
1952 (Washington: Government Printing Office, 1951), pp. 323, 328, 333, 337) 392- 


been financed primarily through a greater use of credit commitments 
rather than through increased expenditures. 

The commitments are promises by the federal government to sup- 
ply funds for housing programs with the understanding that the recip- 
ients of the funds will conform to certain prescribed standards and/or 
furnish additional funds to match the federal funds. Commitments 
are usually furnished in the form of loans which are to be repaid as the 
housing program develops or are promises to furnish funds whenever 
certain conditions are met. Commitments become expenditures or 
costs whenever the loans are not repaid or whenever the promises to 
furnish funds must be satisfied.* 

Some of the better-known commitments include the FHA loan 
insurance program, the VA loan guaranty program, the mortgage pur- 

3. A discussion of the importance of considering cash receipts from and payments to 


the public can be found in The Federal Budget in Brief (Washington: Government 
Printing Office, 1950), p. 36. 


4. Investments which might become costs are shown in Table 2. 
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chase program of FNMA, loans for slum clearance, urban redevelop- 
ment, provisions of community facilities, and the underwriting of 
housing agency securities.® 

Credit commitments are the most important indicators presented in 
Budget documents on the past, present, and future scope of federal 
urban housing programs. Their rise and fall and reallocation among 
the various housing agencies indicate current and contemplated points 
of emphasis in the federal housing operations. Their total, when added 
to the other forms of government investment in housing programs, 
indicates the degree to which the government is financially obligated 
to support its housing programs.® Unfortunately reports of credit 


TABLE 3 


CoMMITMENTs FOR Home Buyers CoMPLeTED AS OF DECEMBER 31, 1950 
(millions of dollars) 


Type of Commitment Amount 
FHA, estimated balance outstanding on loans insured............. . .$12,786 
HOLC, balace on loans outstandingt. . ie 9 
FNMA, non-farm home financing mortgage balance outstanding -<+ See 
FNAMA, non-farm home sanaaies a aaa commitments 
undisbursed sebaceous wen pee Boas aie 485 
VA, guaranty of home loans: 
a arid on a arin RA nal deme aia aS ee Ne ame eins 5,508 


Second mortgages ........... SEAL TET oa 530 
Farm housing building loans... 


‘$20 ,691 
* FHA and VA data represent some duplication of figures. 
+ As of July, 1951, the HOLC has disbursed these loans and has ceased operations. 
Source: Housing and Home Finance Agency, Housing Statistics, January 1951. 


documents in the 1952 document are only in summary form. The full 
implications of federal housing credit commitments can only be ascer- 
tained by the collection of information from many sources. 


TuHeE NEED FoR IMPROVED BuDGET REPORTING 


The government has developed its urban housing programs and 
the commitments for these programs on the theory of “functional 
finance.” Lerner has defined functional finance as the idea “that the 
financial activities of the government should be judged not by any 
additional cannons of fiscal propriety but by considering the effects of 
each act and deciding whether these effects are desired or not.’” 

Federal urban housing programs have also been justified because 

5. Totals for these commitments are shown in Table 3. 

6. See Tables 2 and 3. 


7. Abba P. Lerner, “An Integrated Full Employment Policy,” Planning and Paying 
for Full Employment, ed. Abba P. Lerner and Frank D. Graham (Princeton, New Jersey: 
Princeton University Press, 1946), p. 163. 
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they perform the function of satisfying “need.” The home buyers 
“needed” assistance in the purchase of homes; the veterans “needed” 
reasonably priced shelter; the low-income groups “needed” better, 
more sanitary housing; and now, every American “needs”’ safe, sani- 
tary housing in a desirable environment. 

This emphasis on function has meant that the government could 
mention a need when advocating a new housing program and a hous- 
ing activity would be created to meet that need. The government has 
typically been given a blank check to be used in meeting a housing 
need. Although the government used the theory of functional finance 
to justify its housing programs, it has overlooked these principles: 

1. The government must report accurately and clearly on the ex- 
penditures and commitments which such programs require. 

The scope of any housing program which the government under- 
takes depends upon the financial support which it receives. Expendi- 
tures will typically reflect the amounts which can be spent to adminis- 
ter the program while commitments will determine the size and life of 
the program. Reports on expenditures and commitments sometimes 
have been incomplete and inconsistent; therefore, the scope of the 
program and its possible effectiveness cannot be measured. 

2. The government must be alert to the effects on the economy of 
such functions as are performed. 

The government has continued to stimulate activity in the housing 
market even when the economy was operating under conditions of full 
employment and the housing industry was straining to meet existing 
needs. In addition, many housing programs have been adopted at the 
insistence of particular groups and without reference to the total 
effects of such programs upon the real estate market and the total 
economy of the United States. 

3. The government must report accurately and clearly on the re- 
sults achieved by the functions performed. 

Federal housing officials request funds for housing programs in 
order to achieve certain results; however, the accomplishments of the 
housing agencies have not always been reported in such a manner that 
they could be compared with the objectives of the programs. Results 
have also been reported in a variety of ways so that program results 
could not always be compared. Results are sometimes reported in such 
a general manner that they cannot be related to the particular pro- 
grams for which they are created nor can the actual results be speci- 
fically determined. 

The weaknesses of Budget reporting lie chiefly in the fact that al- 
though funds are requested for the performance of particular func- 
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tions the reports of accomplishments do not always relate to the re- 
quests. 

Judged in the light of the treatment of credit commitments and the 
use of government financial resources to influence the economy of the 
United States, the Budget has not fulfilled its responsibilities as an 
adequate source of information on the federal urban housing pro- 
grams. The methods of Budget reporting on the fiscal activities of 
federal housing agencies have constituted a “conspiracy of silence” 
which has concealed the real magnitude of government urban housing 
operations and has made difficult the collection of the facts which 
would show the effects of these housing programs upon the national 
economy. 

A review of federal housing programs from 1932 to 1950 shows 
that the increase in the scope of these programs has been financed pri- 
marily through a greater use of credit commitments rather than 
through increased expenditures. These commitments are significant 
not only because they are so much larger than Budget expenditures 
but also because they permit the government to influence such a large 
segment of the real esate market without an appreciable expenditure 
of funds. 

The VA loan guaranty program is an example of the manner in 
which the government uses commitments to operate a housing pro- 
gram. As of June 1, 1951, the VA guaranty or insurance of home loans 
amounted to $175.9 million for first mortgages in the amount of 
$293.5 million. This means that the VA is a major determinant of the 
terms on which $293.5 million are invested in return for its promise 
to protect lenders’ interests up to $175.9 million. 

The effects of federal housing programs upon the economy of the 
United States has been significant. The chief determinant of the size, 
scope, and direction which these programs have taken has been the 
credit commitments which have been authorized by Congress as sup- 
port for these programs. However, Budget documents still place most 
emphasis on the reporting of expenditures; reports of commitments 
are still insignificant in comparison. 


EFFECTS OF FEDERAL HousING PROGRAMS ON THE ECONOMY 


Almost all indices of real estate and construction activity for the 
period between 1932 and 1950 have shown an over-all upward trend 
including construction costs, personal expenditures for housing space 
and household operations, residential rents, construction employment, 
and production of construction material.* 


8. These trends are shown in Housing Statistics, May 1951 (Washington, D.C.: 
Housing and Home Finance Agency, 1951). 
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The consistent upward trend in all factors of the housing industry 
from 1932 through 1950, except for interruptions caused by the war, 
contributed to the generally better business conditions prevailing 
throughout the economy. This trend was accompanied by parallel 
increases in government commitments prior to the war and in the 
period after the war, indicating that government support of the urban 
housing industry contributed in some measure to the generally favor- 
able business conditions both in the housing industry and the national 
economy. The general welfare of the housing industry was an impor- 
tant factor in the maintenance of the general economic welfare of the 
country.® 

A summary analysis of government operations in the urban housing 
market shows that the government has willingly influenced conditions 
in the housing market in the past and shows every indication of in- 
creasing this influence in the future. The government has usually in- 
cluded provisions in its housing programs for government action in 
case of defection on the part of the private operator and these provi- 
sions have resulted in the introduction of more government housing 
programs into areas of the housing industry which had formerly been 
reserved for private operations. 

The best indication of the determination on the part of the govern- 
ment to increase its housing activities is not included in the reports of 
Budget expenditures but in the commitments which the government 
has made and has agreed to make for the housing industry. The Bud- 
get, which is supposed to reflect “the actions which this Government 
can and should take at this time to build toward economic growth 
and the expansion of human freedom, . . .”’° does not reflect adequate- 
ly this trend in government operations in the urban housing markets. 

A review of federal housing operations indicates that the govern- 
ment has committed itself so heavily in its housing programs that it 
must maintain a level of prices and income which will permit home 
buyers to increase their equity to the point where lower incomes will 
not require wholesale foreclosures and refinancing. Since most home 
ownership has been supported during an inflationary period, the pur- 
chase prices and monthly payments are high and will require a con- 
tinuing level of high income in order to be paid. The government has 
made no explicit statement indicating that it will favor government 
support of the housing market; however, the implications of govern- 
ment action point to the fact that it has assumed a major responsibil- 

9. Homer Hoyt, “The Effects of Cyclical Fluctuations Upon Real Estate Finance,” 
Journal of Finance, II (April, 1947), 54. 


10. Budget of the United States Government for the Fiscal Year Ending June 30, 1950, 
p. M.s. 
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ity for maintaining the current high levels of its housing programs. 

Other actions of the government in the housing markets indicate 
that the government is increasing the scope of its housing operations. 
Neither Budget documents nor the other reports indicate clearly the 
extent to which the current operations are to be continued; how much 
such operations would cost; how much the government believes it 
should spend for these operations; nor the results which are to be 
achieved from these operations. Questions which should be asked 
about government operations and which should be answered in Budget 
reports include: 

1. To what extent does the government plan to provide housing 
programs for segments of the population not yet included in its pro- 
grams? Are middle-income groups to receive attention? Will veterans’ 
housing benefits eventually be extended to all persons? 

2. Cana national program of housing and community development 
be adjusted to local customs, traditions, and operations which have 
such a marked influence or. local real estate values? 

3. How long will the government continue to operate its housing 
programs as short-run emergency operations even though many of 
the programs have assumed permanent, long-run characteristics? 

4. Do federal housing policies give sufficient recognition to alter- 
native methods of accomplishing housing objectives? Should local 
housing officials be given more voice in setting local housing policies? 

5. What is to be done about stimulating the production of housing 
to a degree commensurate with the stimulation of demand? 


RECOMMENDATIONS FOR IMPROVED BUDGET REPORTS 


Information in the Budget documents should consist of two parts 
somewhat similar to those of the 1952 document. The first and major 
part, published annually, should supply sufficiently detailed informa- 
tion and analyses to permit an accurate assessment of the degree to 
which federal housing programs are (1) meeting domestic housing re- 
quirements, (2) affecting the economy, and (3) planning for future 
housing programs. The second and minor part should conform to the 
traditional requirements for Budget reporting and procedures. 

The reports of other agencies which were engaged in housing pro- 
grams could then be used to supplement Part 1 of the Budget docu- 
ment to whatever degree would be necessary in order to aid the Bud- 
get document in meeting its objectives of showing (1) the needs which 
the housing programs were supplying, (2) the effects on the economy 


of using federal funds for these programs, and (3) the future course 
of their programs. 
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Typical of the shortcomings of the postwar documents is the state- 
ment included in the 1952 document concerning the defense rental 
housing program. Although the expected costs of the programs are 
listed at $100 million in the fiscal year 1952, the document does not 
mention in the text an additional $3 billion in mortgage insurance 
authority available at the discretion of the President for use in the 
proposed defense rental housing program as well as an existing insur- 
ance program. 

Any criticism of postwar documents should be mitigated by a recog- 
nition of the efforts which the officials of the Bureau of the Budget are 
making to improve the usefulness of the documents. Each of the post- 
war documents has shown more careful presentation and better organ- 
ization of Budget materials. The postwar changes in the documents 
have done more to improve the usefulness of the documents than those 
of any previous period. The items for which the Bureau of the Budget 
should receive special credit include: 

1. Classification of receipts and expenditures by functions and by 
agencies 

2. Business-type budgets for government-owned corporations 
which show the source of income and the allocation of funds 

3. Character classification of Budget expenditures as expenses, or 
investments on which later returns will be realized 

4. Special credit analyses which show summaries of credit commit- 
ments for housing 

5. The annual publication of the booklet, The Federal Budget in 
Brief, which presents the most important Budget information in con- 
cise and readable form 

The willingness on the part of the officials of the Bureau of the 
Budget to seek to improve the Budget documents represents an ad- 
vance over the use of a more static presentation. As long as the Bureau 
supplies sufficient information to permit a comparison of data in suc- 
ceeding documents, the process of changing and improving the docu- 
ments should ultimately result in documents which will be more wide- 
ly read and used than are the current documents. 








CRITERIA FOR GOVERNMENT 
EXPENDITURE: COMMENT 


J. M. BucHANAN 
Florida State University 


IN HER STIMULATING PAPER,’ Professor Vandermeulen has attempted 
to set up generalized criteria to be used in testing the “adequacy” of 
public expenditures. It is not the purpose of this comment to discuss 
specifically these criteria. Underlying Professor Vandermeulen’s 
whole discussion of expenditure criteria, however, there is the implicit 
assumption that such criteria can be formulated independently of the 
taxation side of the fiscal account. It is this assumption which will be 
discussed in this note. 

If the “organic” approach to the public economy is taken and if a 
social value scale is specifically postulated, then ideally expenditures 
must be so distributed that a dollar spent in each direction yields the 
same return in social utility. And this addition to social utility must be 
equivalent to the net reduction in social utility, brought about by the 
collection of each dollar of taxes. The problem of adequate expendi- 
ture, either for all public services or for particular ones, cannot be 
solved, conceptually or practically, independently of the magnitude 
and allocation of the tax bill. For each separate allocation of taxes 
among those who pay them, the optimum distribution of public ex- 
penditure may be formulated. But a change in the tax-burden alloca- 
tion will require a change in the distribution of expenditure among 
the several public functions. The fiscal process implies a simultaneous 
fixing of tax and expenditure variables.” 

Once this fact is recognized, the possible criteria of adequacy or in- 
adequacy in public services are sharply limited in general applicabil- 
ity. While either the composite of public services, or particular serv- 
ices, may appear inadequate under the assumptions of a given fixed 
tax structure, under an alternate tax structure such services might 
well be more than adequate. Or conversely, although public expendi- 
tures, general and particular, may appear adequate on the assumption 
of certain tax allocation, a change in the tax allocation might tend to 

1. Alice John Vandermeulen, “Criteria of ‘Adequate’ Governmental Expenditure and 
Their Implications,” Journal of Finance, VI (1951), 19-31. 

2. See my paper “The Pure Theory of Government Finance: A Suggested Approach,” 
Journal of Political Economy, LVII (1949), 497. 
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change the level of expenditure deemed adequate and to cause a read- 
justment among the items making up the total. 

For example, assume that a social value scale be adopted which is 
heavily weighted in favor of real income redistribution from the high- 
to the low-income groups. The existing level of social services provided 
might be considered “inadequate” on the assumption that highly pro- 
gressive income taxes were to occupy a major place in their revenue 
structure. In accordance with this social value scale, the social pro- 
ductivity of additional social services would be greater than the re- 
duction in social productivity caused by the levy of additional taxes 
on the rich. If, on the other hand, the extended social services were to 
be financed by excise levies, then the existing level might well be con- 
sidered “adequate” on the basis of the equivalent social value scale. 
The social productivity of resources devoted to the performance of 
public functions cannot be conceptually estimated unless the alterna- 
tive employment of those resources in the private economy is clearly 
postulated. The point is simply this: “adequate” public expenditures 
cannot be discussed apart from “adequate” or “appropriate” taxation, 
either in the over-all sense or in terms of particular public service 
items. 

This implicit assumption of independence has led Professor Van- 
dermeulen to indicate that, if expenditures are adequate for all partic- 
ular functions but are inadequate in the aggregate because of unem- 
ployed resources, then tax reduction is preferable to additional ex- 
penditure (see her Table 2, Part II). This implies that the “degree of 
adequacy” is a variable completely independent of the level of taxes 
and of the distribution of the tax burden among tax sources. While 
the difficulty of estimating fiscal margins must be fully admitted, it 
seems clear that the marginal social disutility of the tax dollar is 
reduced by a cut in taxes. Conversely, an increase in expenditure for 
each public service reduced the marginal social utility of each expen- 
diture dollar. Consequently, a tax reduction must be accompanied by 
a simultaneous increase in expenditure if an appropriate fiscal equilib- 
rium is to be maintained, assuming, of course, an equilibrium situation 
to begin with. Adequate public expenditure for one level of taxation 
will not be adequate for a reduced level. The claim that tax reduction 
is the more desirable policy alternative when unemployed resources 
appear can be theoretically justified only upon the presumption that 
such appearance tends itself to distort a previously existing balance 
by increasing the marginal social disutility of taxation more than it in- 
creases the marginal social utility of further public expenditures. 
There seems no apparent basis for this presumption, which implies 








442 The Journal of Finance 


discontinuous marginal social utility (disutility) curves for various 
particular expenditures (taxes). 

It seems misleading to refer to total government expenditures as 
inadequate while all particular public functions are adequately per- 
formed. The maintenance of full employment can best be considered 
itself as a particular function of government. In this approach, the 
main point of this note becomes evident. The adequacy of expenditure 
in carrying out this function is dependent both upon the allocation of 
the tax burden, and consequently upon the total amount of taxes 
levied, and upon the distribution of expenditures in the provision of 
other public services. With a continuing reduction in total taxes, and 
a corresponding increase in some or all supplementary governmental 
expenditures, the “adequate” expenditure on maintaining full employ- 
ment is reduced to zero. 
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UNDER MONOPOLISTIC COMPETITION* 


Yves R. MARoni 


Brown University 


THE THEORY of international trade, traditionally worked out under 
the assumptions of pure competition, has in general not taken account 
of the advent of the theory of monopolistic competition. The purely 
competitive approach, however, is incompatible with selling costs and 
geographical price discrimination which have a rightful place in the 
theory. Moreover, it leads to incomplete and sometimes incorrect 
analysis. Attempts made to deal with international trade problems 
under monopolistic competition have been inadequate. A systematic 
reconsideration of the theory under a new approach is urgently 
needed. 

The new theory is built around an analysis of the behavior of the 
individual firm, each firm being faced with more than one market 
in which to operate. Thus, at the start, it is no more than a general- 
ized theory of discrimination. The most profitable policy may involve 
adjusting price, “product,” and selling costs each in a different way 
in each market, within the limits set by the degree of interdependence 
between markets, the conditions of demand elasticity, and the influ- 
ence of competing firms. 

The theory then takes up the problems traditionally dealt with in 
this field. The explanation of the pattern of trade involves for each 
firm a consideration of cost conditions jointly with the demand situ- 
ation (including the effect of selling costs), for each variety of product 
which it may produce. Each firm exports such a variety of its product, 
at such a price, and with such selling costs as maximize its profits 
from all operations combined. 

The maintenance of the equilibrium of the balance of payments is 
made possible by shifts in the demand facing each firm. A disequi- 
librium of that balance affects a firm like a worsening or an improve- 


* A doctoral dissertation completed at Harvard University. 
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ment of its competitive position and causes changes in firm policies 
which restore equilibrium. 

The world benefits from trade because a larger output is produced 
at lower real costs, and the choice of substitutes available is increased. 
However, when changes in selling costs are involved, the wants of 
consumers are altered and the customary standard used for evalu- 
ating whether trade is beneficial or harmful is destroyed. 

Measures of policy may be discussed on the basis of this analysis. 
Tariff protection is taken as an example. It is shown that only under 
very exceptional circumstances can a valid argument for protection 
be based upon the existence of monopolistic competition, contrary to 
the opinion held by several writers. 








BOOK REVIEWS 


The Structure of American Industry. Edited by WALTER Apams. New York: Mac- 
millan Co., 1950. Pp. x-+-588. $4.75. 


It is difficult to know just what to expect in a book entitled “American Indus- 
try.” Some use the term more or less synonomously with “American Manufactur- 
ing.” Not so with this book which includes chapters on agriculture, air transport, 
ocean shipping, and organized labor, although the last named is admittedly an 
“epilogue.” The editor thinks of the concept of “industry” in even broader terms 
for he states in the Preface that he “is fully aware of the fact that many other in- 
dustries (food processing, retail trades, the professions, organized sports, etc.) 
might or should have been included.” Apparently the whole field of American 
business (trade, commerce, manufacturing, agriculture, etc.) might have been in- 
cluded. 

The book begins with excellent chapters on textiles, bituminous coal, agriculture, 
and residential construction. The reviewer knows of no brief treatments of these 
businesses which are, on the whole, as good. Then follow chapters on steel, chemi- 
cals, cigarettes, motion pictures, fluid milk, tin can and glass containers. The 
chemical and motion picture chapters seem especially good in this series. Ocean 
shipping and air transportation are the final “industry” chapters, and the book 
concludes with chapters on public policy and organized labor. 

Each chapter has a different author, and although the reviewer believes the 
level of treatment varies from chapter to chapter, he feels that the variations are 
no greater than would be the case if there were a single author; perhaps even less 
so because of the special qualifications of each author. The editor has done a fine 
job in accomplishing what he wanted to do in the Preface—correlate style, termi- 
nology, and organization of the material on each subject. 

The material goes much beyond mere description, which tends to be the weak- 
ness of most books in this field. Each chapter begins with a description but ends 
with as much as could be expected on public policy. In between are appropriate 
sections on price policies, market structure, or specialized analysis. 

The editor states that the book is written for students and intelligent laymen. 
The book probably does not fall into the category of a text for one of the con- 
ventionally required college courses, although it would make fine supplementary 
reading for such courses as Introduction to Business and Business Organization. 

Teachers and business men will be especially interested in the sections on pub- 
lic policy. The first four chapters (textiles, coal, agriculture, and residential con- 
struction) are grouped together because they are regarded as being illustrations of 
competitive industries (pure competition) for the most part. The next seven 
chapters are illustrative of monopolistic competition under conditions of oligopoly. 
It is of more than passing interest to note that the first four industries are found 
to be ailing (except for the effect of government subsidies in agriculture) while 
the oligopolistic industries are, for the most part, very healthy. Coal mining is 
inefficient because of its lack of “technological change” (p. 61), while residential 
construction is inefficient because it does not “produce in volume” (p. 141). And 
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yet, one of the criticisms of the oligopolies is that their profits tend to be too high 
and their business units too large. One cannot help thinking as he reads these two 
sets of chapters that there are definite advantages and disadvantages of both (pure 
competition and oligopoly) and that we have yet to answer the vital question as 
to which is contributing more to our standard of living and general well-being. 
One of the authors, in an especially well-done chapter (chemicals) properly senses 
this when he states, “There is room for differences of opinion. Economics provides 
no simple, infallible guides for public policy.” 

The concluding chapter by Corwin Edwards is systematic and comprehensive. 
The reviewer believes the epilogue chapter on labor detracts rather than adds to 
the high-level performance of the book. For example, in a section entitled “Are 
Unions Dangerous Monopolies?” the author immediately points out that they are 
not, but fails to discuss any of the vital issues with respect to the problem. 


Lewis A. FROMAN 
Russell Sage College 


Inflation in the United States, 1940-1948. By LestER V. CHANDLER. New York: 
Harper & Bros., 1951. Pp. 402. $4.50. ; 


Professor Chandler has successfully undertaken an ambitious and formidable 
task, namely, to describe the process of inflation in the United States during and 
following World War II and to analyze the principal public and private policies 
that were responsible for it. This volume might well be regarded as required read- 
ing, not only for students of economics, but for the wider audience of those inter- 
ested in formulating a point of view on what is perhaps the most important and 
challenging long-range domestic problem of our times—how to cope with inflation. 

The major portion of the volume comprises a discussion of tax, debt manage- 
ment, and credit policies during the war and postwar years. These chapters are 
especially to be commended. They evidence a careful reading of the record, coupled 
with an ability to present an integrated and illuminating analysis of the complex 
forces which helped to form ahd shape these policies. Not all observers will agree 
completely with Professor Chandler’s appraisal or with his conclusions as to what 
might have been achieved had different policies been followed in these areas. But 
his point of view is balanced and reasoned and it merits careful attention and 
study. 

Direct economic controls, wage policies, and the relation of wage increases to 
inflation are discussed much more briefly and in rather general terms. Yet the 
author has succeeded in pointing out the significance of these factors to his 
general theme without getting involved in a detailed treatment, which would 
be a major undertaking in its own right. 

In a brief final section are drawn together “Some Lessons of the Inflation” 
which are especially pertinent in our present situation. In Professor Chandler’s 
view, the inflation of 1940-48 would have been less had we had: higher wartime 
taxes, especially on individuals; a compulsory savings program to cover the 
major part of the wartime Treasury deficit; limitation of commercial bank 
holdings of government securities, after a given unspecified date, to special issues 
eligible for holding only by banks; a ceiling reserve plan with reserves required 
to be held in special issues or on deposit with the Federal Reserve Banks; greater 
flexibility in Federal Reserve policy in the postwar years, with interest rates 
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allowed to rise sooner and further; and continuation of direct controls for a 
longer period after the war. 

This prescription poses many fundamental problems: how to get political pres- 
sure groups to support an effective anti-inflation program; how to reconcile the 
prolongation of direct controls in peacetime with the objectives of a market 
economy; how to determine the point at which bank credit ceases to contribute 
to increased production and when its major effects are upon prices rather than 
output; how to cope with the large volume of liquid assets in the economy; how 
to devise a tax structure that will contain, rather than add to, inflationary pres- 
sures; and how to achieve a flexible budget policy in the face of steady pressure 
toward ever larger government budgets. Professor Chandler has thrown much 
light upon our problem of coping with inflation, but the task of devising and 
implementing a politically acceptable anti-inflation program still remains. 


Roy L. REIERSON 
Bankers Trust Company, New York City 


The Impact of Government on Real Estate Finance in the United States. By 

Mites T. Cotean. New York: National Bureau of Economic Research, 1950. 

Pp. xviii-+-171. $2.50. 

This volume, the second in a series of investigations into urban real estate 
finance sponsored by the National Bureau of Economic Research, is concerned 
principally with the nature of the environment in which real estate financing 
takes place. As such, it provides a compact and competent history of the devel- 
opment of government influence and agencies in this field. However, as a study 
of the impact of these forces in changing the nature of financing real estate the 
study is not quite as successful. 

Colean develops several interesting hypotheses. In the first chapter he re-pre- 
sents the thesis that the early land policy of the government was economically 
unstable in its insistence upon the creation of small land holdings without pro- 
viding credit facilities to implement the policy—a situation which led to wide 
abuses thus creating an environment where control became necessary. 

In chapter 2, introduction and development of control over land use, zoning, 
police power, regional planning, etc., are discussed, and in chapter 3 the prob- 
lems associated with the basic control of financing real property in terms of 
policing and equity and the flow of credit are developed. This chapter contains 
the best concise treatment of the changing nature of the mortgage instrument 
available. The conflict between federal and state policies is reviewed and the 
conclusion is reached that “the national land policy created a credit problem that 
strained the capacity of traditional devices and methods. In the end the federal 
government which had laid down the policy was called upon to salvage and restore 
what it had created” (p. 56). 

In chapters 4 and 5, the regulation of government over institutions financing 
real estate through chartering powers, regulation of portfolios, etc., are devel- 
oped and the emergence of the changing attitude of the federal government 
towards credit, interest, and investment in the 1930’s is discussed. The next three 
chapters of the book give a history of the development of government agencies 
and legislation, and in chapter 9 the indirect impacts of government such as the 
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property tax, municipal organization, etc., are examined. Chapter 10 summarizes 
the study and actually gives the book a proper title—“The Environment of Real 
Estate Finance.” 

Thus, Colean concludes: (1) that “the combination of diffused small owner- 
ship, overexpansion and excessive speculation . . . give inherent weaknesses to 
both urban and rural real estate investment” (p. 148); (2) that there are un- 
resolved conflicts that lie in the diversity of the objectives the government at- 
tempts to pursue (p. 159); and (3) “that there is little reason to believe that 
a means for bringing consistency into the vast range of governmental impacts on 
real estate finance is likely to be brought about in the near future” (p. 160). 

The book covers a wide range of topics on a relatively unexplored subject. As 
a descriptive study of the environmental changes affecting real estate finance 
the work is excellent, but there is little analysis of the extent of the impact of 
these changes. The reader who wishes to know to what extent government policies 
have changed investment decisions, etc., will not find the answers in this study. 
In addition, Colean’s underlying thesis that mortgage financing can be explained 
in terms of early land policies and peculiar features of the mortgage instrument 
is at least questionable, for government intervention in real estate financing is 
more likely a product of broad changes in social and economic conditions. 

This is not a typical National Bureau of Economic Research publication. It is 
much more of a handbook than a presentation of new and original data. How- 
ever, this book serves a major purpose in providing information in a con- 
venient form about a number of interesting and related topics; none, of 
course, are treated exhaustively, but within a frame of reference of description 
all are treated excellently. 


James M. GILLIEs 
University of California at Los Angeles 


Managerial Economics. By Joet Dean. New York: Prentice-Hall, Inc., 1951. 
Pp. xiv-+-621. $5.00. 


With a scholar’s grasp of economic theory and intimate familiarity with the 
problems of management—gained as a result of experience in his own counseling 
firm—Professor Dean has concentrated attention upon the significant issues 
with which management is confronted when basic business decisions are about 
to be made. Beginning his book with a discussion of profit as the central objec- 
tive of management, he rejects the view, commonly held by economic theorists, 
that profit maximization is the dominating aim of every business enterprise; 
and yet it is the hope of profit around which all the thinking of management 
revolves. Dominated by this hope, management must make a forecast of profit. 

Beginning with an estimate of the demand for each of the different commodi- 
ties that are to be produced and an estimate of how demand can be modified 
as a consequence of advertising, management is in position to complete its 
forecast of profit when it estimates the cost of producing each of these com- 
modities. The record of past financial experiences is not without value in the 
forecasting process, but inasmuch as it is prospective profit which is of decisive 
importance in the formulation of business policies, historical cost is, in many 
situations, much less significant than opportunity cost. In any case the “only 
costs that matter for business decisions are future costs” (p. 250). The approach 
of the author in dealing with problems which arise in forecasting demand and 
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cost, in adding new products to the product line, in shaping price policies when 
management is in position to exercise some control over prices, and in evaluating 
alternative courses of action is that of the capable business executive. 

The final chapter of the book is devoted to capital budgeting. Inasmuch as 
“planning and control of capital expenditures is the basic executive function,” 
all the earlier chapters are but a “discussion of subsidiary problems of admin- 
istering management’s trusteeship over capital” (p. 551). In the treatment of 
capital budgeting there is a brief statement about the nature of demand for 
capital and the chief sources of long-term funds. The chapter concludes with an 
analysis of the principles to be employed in rationing capital and a classification 
of capital expenditures. 

Professor Dean set out to “show how economic analysis can be used in formu- 
lating business policies” (p. vii). His book is neither a general treatise on eco- 
nomics nor a handbook on business management. Without being concerned 
with such subjects as human relations in industry and the intricate problems of 
corporation finance, he deals almost entirely with those topics which are of 
importance to management when plans for producing specific commodities are 
under consideration. The book is solid, scholarly, well organized, and to the point 
throughout. The reader who wishes to know something about the fundamental 
problems of management and the issues which must be faced when decisions are 
to be made will find much in this excellent volume to challenge his interest and 
enlighten his understanding. 


Homer V. CHERRINGTON 
Northwestern University 


Beckoning Frontiers. By MARRINER S. Ecctes. New York: Alfred A. Knopf, Inc., 
Pp. xii-+-499. $5.00. 


It is no surprise that Marriner Eccles has written an account of his eighteen 
years in Washington, fourteen of them as chairman of the Board of Governors 
of the Federal Reserve System, that is both controversial and personal. His career 
as a public servant, particularly his designation as chairman of the Federal Reserve 
Board, began in controversy and was similarly surrounded at its close. At all points 
it was, as the author readily and fully reports, an intensely personal, and largely 
one-man, struggle to persuade reluctant associates among Washington’s boards, de- 
partments, bureaus, and commissions to his way of thinking. In this long struggle 
Eccles won a reputation for intelligence, integrity, and fearlessness that will be 
in no way diminished by his volume of memoirs. 

Being a personal document, the author’s views are treated in much more 
detail and a great deal more charitably than are those of his adversaries, though 
his adversaries were a distinguished group; indeed, it must be said of Marriner 
Eccles that he invariably chose them from the top flight. It is difficult to believe, 
however, that, as a group, they could have been as obtuse a lot as he pictures 
them to have been, or that their views on financial and banking policy could have 
been so devoid of logic. We shall have to look elsewhere for a fully balanced 
account of this phase of Federal Reserve history, but when that account is written 
the author will necessarily lean heavily on Eccles’ book. 

Beckoning Frontiers has so many merits that the reviewer may perhaps be for- 
given for mentioning some of its shortcomings. First, the lengthy account of the 
Eccles’ family history, though presented as an essential preliminary to the Wash- 
ington story, has little if any bearing on the latter. Second, the discussions of 
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deficit spending, and of fiscal policy generally, and particularly the account of 
Eccles’ contacts with the initiation of an undistributed profits tax, are essentially 
non-analytical. They will be of interest to the professional economist only for 
the light they throw on how public policy, good or bad, is shaped in actual 
practice. 

Finally, the author’s attempt to explain President Truman’s action in failing 
to reappoint him chairman of the Board of Governors in 1948, or even of 
making good on his inexplicable promise to make Eccles the vice-chairman, is a 
feeble one at best. The author presents fragments of what he terms “circum- 
stantial evidence” to the effect that the “principal pressures that shaped the 
President’s decision came... from within the inner citadel of the Giannini bank- 
ing interests” (p. 443). The “evidence” that is advanced to support this alle- 
gation consists of nothing more than the speculations of the author and a single 
newspaper columnist and are in no way worthy of the place they are accorded 
in this book. 

Among the volume’s most interesting sections are those in which Eccles tells 
of his efforts to centralize Federal Reserve policy-making powers in the Board 
at Washington, which culminated successfully in the Banking Act of 1935. In this 
dramatic account the presidents of the Federal Reserve Banks, the Federal Re- 
serve Advisory Council, and Senator Glass, the latter pictured as an individual 
motivated mainly by considerations of personal interest, are cast by the author 
as the principal obstructionists. 

Vying with this section for interest is the author’s account of his apparently 
uninterrupted record of bad relations with the Treasury. These began with 
Morgenthau, under whom he had worked and who was a key supporter of his 
original appointment as chairman of the Federal Reserve Board, continued through 
the relatively quiescent administration of now-Chief Justice Vinson, and reached 
a breaking point under Snyder. 

It was perhaps inevitable that : person of Marriner Eccles’ intellectual learnings 
and deep convictions should have clashed with the advocates of the kind of post- 
war debt management and interest rate policy which actually came to prevail. 
In fact, when viewed in the perspective of current world history, the controversy 
is only our version of a struggle that has been fought out in nearly every ad- 
vanced industrial country of the world. One cannot suppress the feeling of regret, 
however, that the participants in the controversy here were not able sooner to close 
the breach which separated them. Indeed, in the end it appears to have been others 
who accomplished this feat. 

R. J. SAULNIER 
Barnard College 
Columbia University 


The Corporation Income Tax. By RicHarp Goope. New York: John Wiley & 
Sons, Inc., 1951. Pp. xiii-+-242. $3.00. 


Though corporate taxes are an important subject of current discussion, the 
wide disparity in current views is shown by the fact that Congress raised the 
rates at the same time that such an outstanding authority as Beardsley Ruml, 
speaking at the Fourth Annual Summer Institute of the University of Michigan 
Law School, said, “The corporation income tax is an evil and it should be abol- 
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ished.” Another current controversy has risen from the proposal that the with- 
holding tax be applied to dividends. 

Though current, these problems are not new; the literature on the many 
separate aspects of corporate income taxes is voluminous. In this book, however, 
the author appraises the theoretical and realistic aspects of the corporate income 
tax without getting lost in its many ramifications or bogging down in the many 
technical, legal, and administrative points. 

He begins his study by emphasizing the importance of income taxes as revenue. 
He states that there are three broad “alternative courses in the taxation of corpo- 
rate profits: (1) continue the present corporation income tax as an important 
source of revenue, changing rates as budget requirements and economic conditions 
dictate; (2) continue the corporate income tax with substantial modifications in 
the base and with periodic rate revisions; and (3) adopt some method of partial 
or complete integration of corporate and individual taxes” (p. 7). 

His second chapter, influenced by the writing of well-known authorities, dis- 
cusses the corporation as an economic entity. The third chapter will be of great 
benefit to those who teach corporation finance because of its discussion of the 
“double taxation” controversy and of the various theories used to justify a corpo- 
rate income tax. 

In successive chapters the author presents a systematic examination of the 
effects of the corporation income tax on the consumer, on employees, and on 
stockholders. He reaches the conclusion that the “initial or short run incidence... 
seems to be largely on corporations and their stockholders” (p. 71). There is no 
reason for believing that it “significantly affects wage rates in the short run or that 
corporations can pass an important part of the tax backward to their employees,” 
he concludes. 

Since, in the upper income groups, dividends make up a proportionately greater 
part of the income than any other source of income, the author examines not only 
the effect of the tax in reducing dividends in each income bracket but also the 
interrelated effects of the individual income tax. He points out (p. 90) that a pro- 
gressive individual income tax reduces, or eliminates, the apparent over-all pro- 
gressivity of the corporate income tax. In analyzing the impact of the corporation 
taxes, he examines the effect on corporate and individual savings, consumption, 
private investment, national income, and employment. 

One chapter is devoted to an examination of the timely proposals to integrate 
corporate and individual income taxes. He concludes that “no important modi- 
fication of corporation income taxes seem to be urgently required” (p. 216). 
Although “it has some significant economic defects...on the whole, it is our 
second best tax—second only to the individual income tax.” 

The author by presenting a broad economic analysis of his subject has written a 
book which should aid greatly in helping to understand and to determine the place 
of the corporation in our tax structure. 


KENNETH LEwIs TREFFTZS 
University of Southern California 


Economics of Investment. By Jacop O. Kamo. New York: American Book Co., 
1951. Pp. xii-+-547. $6.00. 


The title to this very excellent book suggests an analytic and synthetic expo- 
sition of investment activities stressing cause and effect relationships. Instead, 
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Mr. Kamm’s book is a textbook of investment principles, the subject matter and 
approach of which differs only slightly from that of other texts in the subject. 
According to the Preface, the title was selected because wherever possible “the 
author related the discussion to economic considerations.” 

The typical text in investments is an exhaustive academic treatise. In this re- 
spect Mr. Kamm’s book is different, for it omits much of the stuffy material 
found in orthodox texts, material that bores the college reader and has little if any 
practical value to a real investor. 

The approach and organization of Economics of Investment is logical and real- 
istic. It begins with a definition of investment and a discussion of the role of in- 
vestment in the economy. Following this introductory material, several chapters 
are given to descriptions of the various investment media: cash, bank deposits, 
life insurance, real estate, common and preferred stocks, and bonds. A chapter ex- 
plains the origin, advantages, and disadvantages of investment companies. Having 
informed the reader on the characteristics of the instruments available for invest- 
ment, the author next outlines six principles to guide an investor in the formu- 
lation of his policy. Security of principal, stability of income, desirability of capi- 
tal growth, use of diversification, value of marketability, and the tax angles are all 
treated in turn. The difficulty of preserving monetary values, purchasing power, 
and liquidity all in one commitment is stressed. 

Three chapters are devoted to analyzing corporate financial statements. Then 
there follows an excellent exposition of the capitalization process and its appli- 
cation to the valuation of securities. The next section of the book deals with the 
more technical aspects of investment: the mechanical operation of the markets; 
the functions of brokers, dealers, and investment bankers; government regulation; 
rating services; and sources of investment information. There is a chapter on for- 
mula trading, two on portfolios and their management, and a final chapter on in- 
vestment policy. 

Economics of Investment is intended for use as a text in beginning courses at 
the college level. The author’s enthusiastic style of writing and his tendency to 
stress important points and eliminate the non-essential gives the book life. The 
volume is certain to prove popular with students because it avoids the bonds-are- 
the-only-investment-and-they-are-not-safe philosophy of the typical text. 

The book has still another valuable use. Persons associated with any phase of 
investment activity are constantly requested to recommend a book that gives in 
non-technical language the information which a lay reader needs. Mr. Kamm has 
contributed a book that can be recommended without qualification for this need. 


Witrorp J. EITEMAN 
University of Michigan 


Public Finance. By M. Stave Kenpricx. Boston: Houghton Mifflin Co., 1951. 
Pp. x-++-708. $5.25. 


In scholarship and arrangement it is not easy to think of any work on public 
finance entitled to higher rank than this one. Indeed, at times, the erudition of its 
discussions seems to suggest that it has been written primarily as a reference book. 
Yet at the same time its clarity of language and cohesion of thought are the ear- 
marks of an experienced teacher and author. 

The author’s definition of his subject is well worth presenting. A study of public 
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finance, he says, involves three major elements. First, the means employed in col- 
lecting public revenue and the ways the money was used. Second, the uses made 
of taxation and of debt management as a means of control over particular seg- 
ments of economic activity. Third, the over-all economic and socio-economic 
effects which come about through the fiscal policies of government. More briefly, 
this text deals with public revenue and its uses, with taxes as economic controls, 
and with over-all effects of tax policies. 

It is, I think, in his treatment of the first element that the author achieves his 
highest success. Part III is devoted entirely to public revenues, and covers some 
507 pages—by far the major portion of the book. Some three hundred and eighty 
odd pages are taken up with specific taxes: on public utilities; on estates and in- 
heritance; on motor vehicle transportation; on business units; on sales; on wages 
(Social Security) ; on corporations; on persons. Federal, state, and local taxation 
levels are examined, along with their associated problems such as double taxation, 
inconsistent assessments, and the like. 

Not only are the taxing methods described and placed under the microscope for 
critical appraisal, they provide the author with material also for a penetrating 
study of reform proposals, including a number of his own. In regard to the final 
burden bearers of taxes, however, the formalized discussion seems oblivious of 
much which actually occurs in the way of shifting taxes. Graphs do have analyti- 
cal weaknesses. Every professor using this text, of course, will be uninhibited in 
applying his own set of values to such appraisals and discussions. 

To classify the particular economic doctrines or dogmas underlying Professor 
Kendrick’s thought is not easy. At certain times, but not at others, he writes 
as though his were the Historical School; as if his major guides for criticism were 
the unfoldments of tax policies in action. For example, in discussing the causes 
of increased public expenditure, he quotes the Ricardo, Say, and Mills doctrine 
that government is best when it governs least. Then (p. 58) he moves forward to 
“Modern Thought,” and says blandly: “vestiges of earlier thinking are of small 
practical effect; ... behind legislative proposals is now a grouping [of forces] for 
public action,” and not against it. 

It is true that he does not expressly approve or favor the thinking set forth 
above. But the uncritical atmosphere surrounding his statement could, I think, 
easily cause students to infer the following ideas as implied. First, that preferences 
for limitation of government power, long outgrown, are now thought of by so- 
phisticated persons with no more than indulgent smiles. Second, that the wisdom 
of this change has been determined conclusively by popular opinion. 

Neither such inference, of course, is true—nor would Professor Kendrick, I am 
sure, accept them as stated, regardless of his views as to the merits involved. 
Almost half of the voters in this country, in 1948, registered opposition to growth 
in government; therefore only a small plurality were then in favor of it. Again, 
no scientific mind would contend that a Gallup poll is any sound substitute for 
scientific analysis in distinguishing between basic governmental wisdom and folly. 
It is unfortunate, then, that the text so easily lends itself to such untrue and un- 
sound inferences. The foregoing Modern Thought might be correct, of course. But 
the fact is that intelligent people still may and still do argue about it vehemently, 
pro and con, with ultimate consequences yet hidden in the mists of the future. 

At other times the author seems to have accepted the so-called “Keynesian 
Revolution.” He works his way through the chapters on “Public Finance,” “The 
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Business Cycle,” and “The Level of National Income,” and uses its major ideas 
as working tools, without apparent question or qualification, as far as I could see. 
Nowhere in these cliapters did I see any discussion of the absence of effective 
brakes on spending or the mounting speed of government expansion, which charac- 
terize existing interpretations of Keynesian economics in practice. 

There is psychical intoxication in getting handouts from government. When 
spread widely enough, this unthinking fever assuredly does not mix safely with 
representative government; voters loudly call for more. Yet nowhere does Pro- 
fessor Kendrick suggest any controls competent to curb the spending disease with 
which the ballot-carrying pressure groups are infected. In this respect, at least, 
whether Keynesians or not, users of the text may want to bring up this great 
practical problem of spending control, and give it full discussion in class. 

The foregoing mental reservations, nevertheless, do not go to the essence of 
this book. In the tangled thicket of tax policies, and their possible improvement, 
the author moves forward sure-footedly, and carries in his hands a well-trimmed 
and sharply focused lantern. His discussion explores the major body of current 
thinking on tax methods in relation to justice, incentives, prosperity, and the pro- 
duction of revenue. Unlike Omar Khayyam, students using this text will not be 
able to say that they came out where they went in. Growth in knowledge and 
wisdom—even on the part of reluctant students—will be hard to avoid. 

As a presentation of the major practices and problems of taxation, their impact 
on tax payers, and their possible improvement, this book, in my opinion, is a work 
of rare value. Its widespread and discriminating study should not be without sub- 
stantial public benefit in years to come. In this belief I have adopted this text 
and will use it in my own classes this fall. 


JosepH E. GoopBaRr 
University of Tampa 


The Dollar Shortage. By CHarLes P. KINDLEBERGER. New York: John Wiley & 
Sons, Inc., 1950. Pp. ix-+-276. $4.00. 


Professor Kindleberger has undertaken much more in this volume than a com- 
prehensive, closely reasoned analysis of the dollar shortage problem of our day. 
He has sought to restate and modify the law of comparative advantage and other 
basic theories of international trade in the light of the chronic dollar shortage, and 
the conditions which have brought it about. 

Is there a dollar shortage, apart from the two world wars and their aftermath? 
Who is responsible for this shortage, if one does exist? How can it be corrected? 

Answers to these vital questions will be found in this book. The dollar shortage 
is defined as “the tendency of current accounts of foreign balances of payments 
to show larger deficits in dollars than are covered by long-term borrowing.” As 
thus defined, the author concludes that “a dollar shortage may be said to have 
existed during World War I, during the short reconstruction period which fol- 
lowed it, and continuously since 1929.” 

The author does not agree that the dollar shortage arises solely from faulty 
commercial policies of the United States, an unreasonable unwillingness to invest 
abroad on our part, or inflationary tendencies abroad. All these factors, and others 
related to the differing stages of economic development of the United States and 
the rest of the world, contribute to the final result. 

“The dollar shortage,” Dr. Kindleberger writes, “must be explained in terms of 
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production and consumption. On the part of the deficit country, it reflects an 
attempt to consume and invest more than is currently being produced and bor- 
rowed from abroad. As to the surplus country, dollar shortage represents a tend- 
ency to produce more than is currently being absorbed into consumption and do- 
mestic and foreign investment.” The underlying conditions that bring about these 
conflicting tendencies in deficit and surplus countries are analyzed at length. 

The final chapters of the study consider what monetary and fiscal policy, for- 
eign exchange policy, trade policy, and capital movements can do to alleviate the 
dollar shortage. But sound policies in these fields can only go part of the way in 
solving the problem. “The dollar shortage,” the author concludes, “exists in the 
twentieth century, even though a similar sterling shortage did not in the nine- 
teenth.” Fundamental structural differences in the American and the British econ- 
omies explain why the United States, in this century, cannot be expected to play 
the kind of creditor nation role that Britain filled in the last century. Given time, 
however, changes will occur here and abroad that will tend to reduce and finally 
eliminate the dollar shortage, Professor Kindleberger predicts. 

This book is not easy reading, but the reader who takes the time and makes the 
effort to digest it will feel amply repaid. 


Jutes I. Bocen 
New York University 


The Theory of Investment of the Firm. By FRrEpRICH and VERA LvTz. Princeton, 
New Jersey: Princeton University Press, 1951. Pp. x-+-253. $4.00. 


This volume, which is of interest only to the academician, contributes a great 
deal to its particular field; it is well written within the terminology of the theo- 
retical field, but would be difficult for any but the experienced. 

The analysis proceeds upon the basic tenet that while the theory of costs for the 
individual firm has been well established, this theory is not completely satisfac- 
tory when the durable goods factor is introduced. The authors show that a portion 
of the theory of the firm has been independently created, partly in the theory of 
production and partly in the theory of capital. In this reviewer’s opinion it would 
seem that they have called attention to a real defect. The task undertaken, there- 
fore, is to integrate the theory as to both of these theoretical structures in their 
application to the theory of the firm. The result is a real contribution to the field. 

The authors emphasize that the theory of the firm already developed is based 
upon aggregates within the economic system and that the assumptions implicit in 
such theory may not specifically apply to the individual firm. In chapter ii, they 
classify the views as to what the entrepreneur aims to maximize into four princi- 
pal divisions, and demonstrate that if the criterion of maximizing the going inter- 
est rate orn investment is taken as the entrepreneur’s goal, all of the four methods 
can be brought to a common point in analysis. In general,,.a very successful job 
of giving unity to this theory is achieved by presenting an analysis of the various 
assets and sources of capital for the firm. 

The direct tie-in of the theory with cost accounting practice in chapter iv is par- 
ticularly well summarized. But most especially the authors show their keenness 
for analysis in chapter viii, where it is pointed out that while the “building-up 
process [has been regarded] appropriate to investment in circulating capital, and 
has usually been regarded in capital theory as applying equally well to investment 
in durable goods, as regards the latter it is highly artificial, at least, so long as we 
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assume that the demand curve for the product is expected to be constant over 
time.” Again, in chapter x, the authors note that the assumption that the supply 
of borrowed funds curve is upward sloping has received scant attention in the 
literature, and they supply some thoughts on the changes arising in data based on 
the choice of technique. 

A real contribution is made in chapter xi on capital intensity and the trade cycle, 
and it is capably summarized on page 141. There are some steps in the analysis, 
such as the assumption of the “speculative motive” in chapter vii, which are not 
clear, but on the whole the volume calls attention to some very real problems and 
contributes directly to most of them. 


Cuirrrorp M. Hicks 
University of Nebraska 


Money, Trade, and Economic Growth. New York: Macmillan Co., 1951. Pp. viii-+ 
343. $5.00. 


This volume comprises a group of seventeen papers prepared by a corresponding 
number of eminent economists in honor of one of America’s leading economic 
scholars, John Henry Williams. The catholicity of Dr. Williams’ interests in the 
field of economics is attested by the division of the book into three sections each 
of which deals with problems of particular interest to him. Section 1 is concerned 
with international economic organization and trade, Section 2 with factors affect- 
ing domestic economic activity, and Section 3 with monetary theory and central 
banking. 

The economists who have contributed to this volume include such familiar 
names as Wright, Gutt, Fellner, Samuelson, Robertson, Goldenweiser, Ellis, and 
Sproul, among others, and all of the contributors have had professional and/or 
personal contact with Dr. Williams. Their articles, almost without exception, con- 
stitute as distinguished a group of papers as is likely to be found assembled in a 
single volume. The papers included were all completed before June, 1950, and 
hence do not deal with problems that have arisen out of the Korean War. This, 
however, in my opinion, detracts little if any from the value of the contributions. 

It is difficult to review a book of this sort in limited space. I shall accordingly 
confine my observations to a few points that were of particular interest to me. 
Camille Gutt’s essay, entitled “Policies To Make Devaluation Effective,” brings 
home sharply the fact that devaluation, in and of itself, is no sure and easy way 
to cure imbalances in international trade, even when the devaluations are orderly 
and do not lead to competitive exchange depreciation. This is a point that is fre- 
quently overlooked, and Gutt’s paper is valuable in indicating the policies that 
must be followed if devaluation is to prove a worthwhile device in attacking cer- 
tain problems in international trade. 

One short, but cogent, paper by Dr. Goldenweiser on “Monetary Semantics” 
might be read with profit by all economists. Using words or phrases to mean some- 
thing different than they do in ordinary usage is a failing that appears rather fre- 
quently in economic literature and is one that economists would do well to correct. 

Dr. Ellis’ paper on “The Rediscovery of Money” constitutes, in large part, a 
clear and forceful indorsement of the report of the congressional subcommittee 
on Monetary, Credit, and Fiscal Policies. I am not impressed, however, by his 
curt dismissal of a return to a gold coin standard in the United States as “the 
bizarre proposal recently propagated by the Economists’ National Committee on 
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Monetary Policy” (p. 267). Certainly the proposition is open to argument, but the 
cavalier brushing off as “bizarre” of a proposal that has the support of a large 
number of competent economists can scarcely be condoned from a scientific stand- 
point. Other than this, the paper analyzes the scope and merits of monetary policy 
in excellent fashion. 

Some of Mr. Sproul’s paper on “Changing Concepts of Central Banking” is his- 
torical, but in the latter part of it he advances the thesis of credit control through 
small changes in interest rates, elaborated more fully by Robert V. Rosa in the 
preceding paper (“Interest Rates and the Central Bank”). The large size of the 
public debt plus the reaction of institutional investors to very small changes in 
interest rates and bond prices, together with the expectations of these investors 
regarding monetary policy, would appear to make rather minute changes in rates 
fairly effective. This thesis deserves attention as, if it proves correct over a 
substantial period of time, the task of the Federal Reserve in controlling credit 
without bringing about substantial changes in government security prices will be 
greatly eased. 

Limitations of space prevent comment on other interesting and worthwhile con- 
tributions. One general impression, however, should be noted in conclusion. All 
the way through the book, there is evidence of a departure from the Messianic 
Keynesianism of the late thirties and forties, with an increasing recognition that 
the neo-classical economics contains much that is valuable in economic analysis. 
This trend, which is observable elsewhere than in the present volume, is highly 
salutary. Before long the economics profession may again be in a position to pre- 
sent a united front on major economic issues. 

FREDERICK A. BRADFORD 
Lehigh University 


Survey of United States International Finance, 1949. By GARDNER PATTERSON. 
Princeton, New Jersey: Princeton University Press, 1950. Pp. x--222. $1.75. 


Survey of United States International Finance, 1950. By GARDNER PATTERSON 
and Jack N. Beurman. Princeton, New Jersey: Princeton University Press, 
1951. Pp. xi+-310. $2.25. 

These two volumes are the first in what promises to become an exceedingly use- 
ful series of handbooks. They are of convenient size and weight, but packed with 
information on the international financial events of the year under consideration. 
Each volume contains sections on gifts and grants, on loans and investments, on 
commercial policy, on exchange rates, gold policy, and the International Mone- 
tary Fund, on European economic integration, and on the balance of payments 
of the United States. In addition, the volume for 1949 has a section on the dollar- 
sterling discussion, and the volume for 1950 has a section on the Point Four 
program. 


1. I should like to correct an impression left by Ellis concerning the Economists’ 
National Committee on Monetary Policy. The Committee, as such, does not make pro- 
posals. Any member, in testifying, lecturing, or writing speaks for himself only, and pub- 
lished statements sponsored by the Committee are signed only by those members who 
approve. Thus, some members of the Committee favor a gold bullion over a gold coin 
standard, etc. Incidentally, the congressional subcommittee referred to by Dr. Ellis was 
not a Senate committee, as he states, but a joint committee with members from both 
the House and Senate. 
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Although the emphasis in each section is on the events of the current year, 
there is included some background material and a concise statement of the re- 
lationship to earlier developments. In the 1950 section on the Point Four pro- 
gram, for example, the treatment covers the previous as well as the present efforts 
of the United States, the United Nations, and other agencies to give technical 
assistance to underdeveloped areas; gives a digest of congressional hearings and 
debates on the proposal; and closes with a summary of the major policy issues 
involved, including an outline of the Gray Report to the President on Foreign 
Economic Policies. 

The expressed aim of the authors is clear and accurate reporting without “judg- 
ment or assessment.” In their aim of clear and accurate reporting they seem to 
have succeeded admirably. It would be possible to disagree with their choice of 
materials in a few details, but on the whole they have managed to give within 
very limited space an amazing amount of information with many statistical tables, 
and at the same time caution the reader that international financial statistics are 
subject to a wide margin of error. There is no attempt to give a complete bibli- 
ography on each topic, but the footnotes point the way to all of the basic source 
materials and indicate what may be found in each. 

Although the authors disclaim any effort at independent analysis, their work 
goes far beyond a mere catalogue of legislation or chronology of events. Their 
juxtaposition of facts is in itself a form of analysis. Moreover, they present the 
interrelationships in such a way that where inconsistency of policy exists it is 
made to stand out clearly. In describing our export subsidies on agricultural 
products, for example, there is no denunciation of United States hypocrisy; there 
is merely a note to the effect that at the same time we had anti-dumping duties 
on imports into this country. 

These handbooks will be invaluable to students of international affairs, to public 
speakers, to business men, and to citizens who wish to be well informed in this 
difficult field. It is to be hoped that the public response to these volumes will be 
sufficiently warm to insure their continuance past this experimental stage. 


Marcaret G. Myers 
Vassar College 











Announcing... 


New, Practical Finance Texts 


American Financial Institutions 


Edited by Herbert V. Prochnow, Vice-President, First National Bank of Chicago, Director 
Summer School of Banking, University of Wisconsin. 


Written by twenty-five leading authorities, this new book offers a broad overview 
of all major American financial institutions, including analyses of their functions, 
relationship, methods of operation, and the distinct services each provides to our 
economy. 


799 pages 6X9" Published June 1951 


Investment Principles and Practices 
Fourth Edition 
By Ralph E. Badger, President, Investment Counsel, Inc., Detroit; and Harry G. Guth- 


mann, Professor of Finance, Northwestern University. 


This up-to-date revision discusses new investment trends, new legislation, the back- 
ground of new developments affecting the entire investment scene. Charts the course 
of investments during and after World War II and provides a background for the 
problems brought about by the war in Korea. The underlying principles of investments 
are examined in the light of what actually goes on in the bank, the factory, the market 

lace. 
- 858 pages 6X9 Published May 1951 


o e 
Managing Personal Finances 
Third Edition 
By David F. Jordan (Dec.). Revision by Edward F. Willett, Smith College. 


Gives complete, specific help on all important financial problems of the average 
man or woman in everyday life. Covers all aspects including handling of money; 
checking and safe deposit accounts; control of expenses; personal budgeting; borrow- 
ing; taxes; life insurance and annuities; Social Security; Blue Cross. All new busi- 
ness practices and current statistics have been included in this new edition. 


$81 pages 5§'’X8}” Published August 1951 


Send for Your Copy of Each of These Texts Today 


PRENTICE-HALL, INC. 70 Fifth Ave. New York II, N.Y. 
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g° LAW AND CONTEMPORARY PROBLEMS 


ce Symposium 


BY INSTITUTIONAL INVESTMENTS 


The Winter, 1952, issue, containing about 250 pages, will be devoted 
ose to a symposium on all aspects of institutional investments. The issue, 
to be published in January, 1952, will contain the following articles: 


S iia The Changing Importance of Institutional Investors in the American 
7 Capital Market, by Charles H. Schmidt and Eleanor J. Stockwell. 
ane Trends of Yields on the Investments of Financial Institutions, by James 
se J. O'Leary. 

<3 ,, Legal Framework, Trends, and Developments in Investment Practices 


of Life Insurance Companies, by Haughton Bell and Harold G. Fraine. 


Legal Framework, Trends, and Developments in Investment Practices 
of Mutual Savings Banks, by William Howard Steiner. 





Lending and Investment Practices of Commercial Banks, by George W. 


ol Coleman. 
~ Legal Background, Trends, and Recent Developments in the Invest- 
ae 38 ments of Trust Funds, by B. H. Torrance. 
iD 20 
Nr Current Trends and Developments in the Investment Practices of En- 
Ne dowments and Pension Funds, by James W. Wooster, Jr. 
a8 Institutional Investment and the Problem of Equity Financing, by 
2 a Harry G. Guthmann. 
ae 
He g Federal Debt Management and the Institutional Investor, by Roger F. 
22 Murray. 
4m Institutional Size—Life Insurance, by George T. Conklin, Jr. 
gered Corporate Financing in Great Britain, by The Charterhouse Finance 
HS ior Corporation, Ltd. 
eRe 5 The price of this symposium is $1.50 per copy, postpaid. 
ise = Copies may be obtained by writing to 
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Law and Contemporary Problems 


DUKE UNIVERSITY SCHOOL OF LAW 
Durham, North Carolina 


























Finance 


A comprehensive, up-to-date study of the 

functions and operations of the stock market. 

THE Written while the author worked with offi- 

cials of two leading exchanges in New York. 

STOCK MARKET Mr. F. A. Truslow, Pres., N. Y. Curb Ex- 
change, eT ae book a pro- 

vide a very usefu itional treatise for our 

GEORGE L. LEFFLER, Ph.D. industry, and we are certainly indebted to 
Professor of Finance you.” As a college text, “It is the outstanding 
The Pennsylvania State College book in its field, clear, well written, accurate 
and very practical.’—Prof. H. J. O’Neil, St. 

Louis University. S80pp., $6.00 


Corporate Finance 


CORPORATE FINANCE and REGULATION 


By CHELCIE C. BOSLAND, Professor of Economics, Brown University. An intro- 
ductory text providing a broad and balanced view of the American business 
corporation as it exists in today’s environment of growing government regula- 
tion. Designed to give the student a sound perspective on corporation finance 
and government regulation with an economy of time. Discusses the nature, 
organization and financial policies of corporations as individual business entities 
engaged in the pursuit of private profit and keeps in mind other public interests 
in corporate activity, such as: a presentation and appraisal of the methods of 
regulation which have been adopted or proposed in recent years; corporate size 
and concentration; antitrust policy. S29pp., $4.50 
































ONE HUNDRED SHORT PROBLEMS 


in CORPORATION FINANCE 


By HERBERT E. DOUGALL, Professor of Finance, Stanford University; and 
HAROLD W. TORGERSON, Assistant Professor of Finance, Northwestern Univer- 
sity. Third Edition. Widely adopted in previous editions, this problem manual 
contains a series of useful problems illustrating principles developed in standard 
textbooks in business and corporation finance. Actual business situations are 
used with references to specific corporations and their policies. "We have used 
this problem book in both our class room course offered at Northwestern Uni- 
versity and in our course offered in cooperation with the University of Chicago. 
We are continuing the use of the new edition. ..”—INVESTMENT BANKERS 
ASSOCIATION OF AMERICA. 135pp., $2.00 


World Economy 


THE Completely rewritten to reflect the results of 
the major events of the past decade. Fully de- 


INTERNATIONAL velops the essential features and theoretical 


basis of international trade. A comprehensive 

picture of international economy, its prob- 

ECONOMY lems and the part played by the United States 

in the world’s economic affairs. The book 

JOHN PARKE YOUNG, Ph.D. benefits immeasurably from the author's first- 
Adviser, Office of Financial Devel- hand experience in foreign economic devel- 
opment, Department of State; for- opment as a member of the State Department 
merly, Professor of Economics, and other government sponsored agencies. 
Occidental College. Third Edition. 715pp., $5.50 
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SECURITY ANALYSIS. New 3rd Edition 


By Bensamin Granam, President, Graham-Newman Corporation, and D. L. Dopp, 
Columbia University. 770 pages, $6.00 


The accepted authority on the fundamentals of investment practice, this text has been thor- 
oughly revised. In the present edition, all the important factors in analyzing securities and 
the illustrative examples are current. Techniques of analysis are now explained in the be- 
ginning and their practical applications are considered later. 


LLOYD’S 


By C. E. Goutpine and D. K1nc-Pace. Ready in December 


This new book provides a fascinating account of this famous institution. While sufficient his- 
torical material is given to make an intelligible story, main emphasis in this account is placed on 
practical operations at the present time. It shows how business is carried on, how the corpora- 
tion is organized, and how it serves the shipping and other major industries not only of the 
United Kingdom but of the world at large. 


FINANCIAL HISTORY OF THE UNITED STATES 


By Pau. Stupenski and H. E. Krooss, New York University. Ready in December 


Provides the historical perspective necessary for a better understanding of our systems of 
public finance. By describing the origin and development of these systems, and by testing 
the soundness of their underlying theories, the authors seek to clarify the problems of choosing 
between alternative theories and policies. 


THE STOCK MARKET. New 3rd Edition 


By Caries Amos Dice, Ohio State University, and Witrorp Joun Erreman, Uni- 
versity of Michigan. Ready in February 


Offers a factual description of the organization and operation of the security markets, relates 
the history of these markets, and creates a greater appreciation of the essential functions 
that they perform for society. All recent developments in the field are included. 


Send for copies on approval 


McGRAW-HILL BOOK COMPANY, Inc. 


330 WEST 42nd STREET NEW YORK 18, N.Y. 











A CLEAR, NONTECHNICAL 
INTRODUCTION TO 


FINANCIAL 
INSTITUTIONS 


By ERWIN W. BOEHMLER, ROLAND 
1. ROBINSON, FRANK H. GANE, 
and LORING C. FARWELL 


Northwestern University 


The immediate acceptance of this 
new volume indicates that it is meet- 
ing the need for an integrated basic 
text for a broad survey course in fi- 
nancial institutions to be given with- 
out prerequisites. It covers sixty 
financial institutions and treats the 
problems of the creation of credit by 
the banks, the ups and downs of the 
business cycle, the workings of the 
Federal Reserve System, and the 
peculiarities of government finance. A 
complete Teacher’s Manual, available 
to adopters, contains teaching sugges- 
tions, additional supplementary ma- 
terials, objective tests, and the 
answers to the thought-provoking 
problems to be found in the book. Al- 
though this book was designed as a 
basic text for courses in financial 
institutions it will also find use in the 
regular money and banking courses. 


EARLY ADOPTERS 


American University 

Columbia College 

Dartmouth College 

DePaul University 

Montana State University 
Northwestern University 
University of Chicago (Downtown) 
University of Colorado 

University of Denver 

University of Georgia 

University of Minnesota 
University of Pennsylvania (CPCU) 
University of Rochester 
University of So. California 
University of Washington 
Washington University 
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A COMPREHENSIVE, PRACTICAL 
APPROACH TO THE TEACHING OF 


INVESTMENT ANALYSIS 
AND MANAGEMENT 


By LESTERN V. PLUM, Columbia 
University, and JOSEPH H. HUMPHREY, 
JR., Calvin Bullock 


Here is a realistic picture of the man- 
ner in which the investment analysis 
and management are actually con- 
ducted by professionals. Here are a 
few of the book’s highlights and some 
of its features which have been largely 
responsible for its immediate accept- 
ance: it brings to the classroom a pro- 
fessiona] approach to financial prob- 
lems; it points up the practical value 
as well as limitations in the techniques 
of investment analysis and manage- 
ment; it is written for the beginning 
student of finance in terms he can un- 
derstand; separate disciplines are 
integrated with respect to the over- 
all problem; an unusually fine array 
of auxiliary teaching materials is 
provided in the form of thought-pro- 
voking review questions, problems and 
topics for class discussion, and sug- 
gested projects; and a complete 
Solutions Manual is available to 
adopters. 


EARLY ADOPTERS 


Boston University 

Brigham Young University 

Columbia University 

Florida Southern College 

Husson College 

Lehigh University 

Morris Harvey College 

Northeastern University 

Roosevelt College 

Russell Sage College 

Texas College of A & I 

University of Dayton 

University of Houston 

University of Kentucky 

University of Maryland 

University of No. Dakota 

University of Oregon (Portland Ex- 
tension) 

University of Wisconsin 

Washington University 
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